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INTRODUCTION

Prior to 1937, it was common for United States taxpayers to utilize
offshore corporate entities, structured in the form of a foreign personal
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holding company ("FPHC") to avoid United States taxation. As indicated by the House Committee Notes accompanying enactment of the
Revenue Act of 1937, "[t]he evidence presented to the joint committee
has shown that foreign personal holding companies have afforded one of
the most flagrant loopholes for tax avoidance."' The primary problem
faced by the lawmakers in 1937 was the fact that the United States was
unable to acquire direct taxing jurisdiction over such companies due to
the fact that such corporate entities were not located within the taxing
jurisdiction of the United States.2 As a result, Congress adopted an alternative approach which in the opinion of the lawmakers was justifiable on
constitutional grounds;3 that is, to provide for a method of taxation that
will reach the shareholders who own stock in such companies and over
whom the United States has direct taxing authority.4 As a result, the
FPHC provisions provided an alternative method of taxation which
deemed the income of the FPHC to be distributed to the shareholders
and required such shareholders to report as their income, the undistributed net income of such FPHC.'
Although there are certain similarities that exist between the FPHC
provisions6 and the domestic PHC provisions,7 it is not the purpose of
this work to address such differences. Rather, this Article will: (1) Discuss and analyze the operative provisions of the FPHC provisions;8
(2) Analyze the methods by which shareholders subject to the United
States taxing jurisdiction may minimize the tax impact of liquidating a
FPHC and repatriating its earnings to the United States taxing jurisdiction;9 and (3) Discuss miscellaneous considerations applicable in the context of such alternative liquidation techniques.10
However, before turning to an analysis of the available alternative
liquidation techniques, it is first necessary to define the FPHC tax provisions which in and of themselves are replete with intricate rules and
terms of art. Only after an understanding of the operative FPHC proviI H.R. REP. No. 1546, 75th Cong., IstSess. (1938).
21d

3 See Eder v. Comm'r, 138 F.2d 27 (2d Cir. 1943) and Rodney, Inc. v. Hoey, 53 F. Supp. 604
(S.D.N.Y. 1944) (upholding the constitutionality of taxing United States shareholders on undistributed income).
4 See I.R.C. § 552 (1982) and Treas. Reg. § 1.551-2(d) (1958). All references to code sections
are to the Internal Revenue Code of 1954, as amended, unless otherwise specified.
5 Id.
6 See I.R.C. §§ 551-58 (1982).
7 See I.R.C. §§ 541-47 (1982).
8 See infra text accompanying notes 11-142.
9 See infra text accompanying notes 143-218.
10 See infra text accompanying notes 219-304.
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sions, is it possible to clearly analyze the available alternative liquidation
techniques that may be utilized to repatriate foreign earnings to the
United States.
II.

IMPOSITION OF

TAx

AND DEFINITIONAL CONCEPTS

Section 551(a) of the Code provides that the undistributed foreign
personal holding company income ("UFPHCI") of an FPHC should be
included in the gross income of the citizens or residents of the United
States, domestic corporations, domestic partnerships, and estates or
trusts (other than estates or trusts the gross income of which includes
only income from sources within the United States), who are shareholders in such FPHC (hereinafter called "United States Shareholders") in an
amount and to the extent set forth in the Code.1 1 It is important to note
that the general rule of § 551(a) does not impose a tax on the FPHC
itself. 2 Rather, the UFPHCI of such entity is deemed distributed to
those shareholders over which the United States has taxing jurisdiction
and included in such United States Shareholder's gross income whether
or not distributed. 3
Each United States Shareholder, who was a shareholder on the day
in the taxable year of a FPHC which was the last day on which a United
States group14 existed with respect to the FPHC, must include in his
gross income, 5 as a dividend, for the taxable year in which or with
which the taxable year of the FPHC ends, the amount he would have
received as a dividend 6 if on such last day there had been distributed by
the FPHC, and received by the shareholders, an amount which bears the
same ratio to the UFPHCI of the FPHC for the taxable year as the portion of such taxable1 7year up to and including such last day bears to the
entire taxable year.
For example, if the last day in the taxable year on which the required United States group existed was also the end of the taxable year,
the portion of the taxable year up to and including such last day would
be equal to 100%. As a result, the United States Shareholders would be
11 I.R.C. § 551(a) (1982); Treas. Reg. § 1.551-1 (1958).
12 Id.

13 I.R.C. § 551(a)-(b) (1982). See also Treas. Reg. § 1.551-2 (1958).
14 I.R.C. § 552(a)(2) (1982) (defining United States Group).
15 I.R.C. § 61 (1982); Treas. Reg. § 1.542-2 (1958), T.D. 6795, 1965-1 C.B. 287, 288 (regarding
domestic PHCs); Treas. Reg. § 1.555 (1958) (incorporating the domestic personal holding company
rules for purposes of the FPHC calculations). But see infra notes 52 and 120.
16 Such a dividend is determined without regard to liquidating distributions. I.R.C. § 551(b)

(1982).
17 Id
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required to report their distributive shares of UFPHCI. However, if the
last day on which the required United States group existed was September 30, and the taxable year was a calendar year, the portion of the taxable year up to and including such last day would be equal to ninetwelfths ( 9/2ths). Under this circumstance, the United States Shareholders would be required to report their distributive shares of only ninetwelfths (9/12ths) of the UFPHCI."8
Furthermore, every United States Shareholder who is required to
include in his gross income any amount with respect to the UFPHCI of a
FPHC and who, on the last day on which a United States group existed
with respect to the FPHC, owned 5% or more in value of the outstanding stock of such FPHC, is required to set forth in his return in complete
detail the gross income, deductions and credits, taxable income, foreign
personal holding company income ("FPHCI"), and UFPHCI of such
FPHC.' 9

Section 551(d) of the Code provides that for purposes of determining the effect of distributions in subsequent taxable years, such amount of
UPHCI, or a portion thereof, required to be included in gross income,
directly or indirectly, as a dividend, shall be considered as paid in surplus
or as a contribution to capital, and the accumulated earnings and profits
as of the close of the taxable year shall be correspondingly reduced. z
Furthermore, with respect to the basis of a United States Shareholder in
his FPHC stock, the amount required to be included in gross income is
treated as having been reinvested by the shareholder as a contribution to
the capital of the corporation; but only to the extent that such amount
was included in his gross income, increased or decreased by any adjustment of such amount in the last determination of the shareholder's tax
liability made before the expiration of six (6) years after the date prescribed by law for filing the return.2 1
18 Treas. Reg. § 1.551-2(b) (1958).
19 I.R.C. §§ 551(c), 558 (1982); see I.R.C. § 6035 (1982) (requiring that Forms 957 and 958 be
filed); see also I.R.C. §§ 6038, 6046 (1982) (requiring filing of Form 2952 for foreign corporation
information and Form 959 for certain shareholders and directors of foreign corporations respectively); I.R.C. § 6046(c) (1982) (imposing certain attribution rules with respect to determining filing
qualification); I.R.C. § 1494 (1982) (requiring that Form 926 be filed regarding imposition of an
excise tax on the transfer of appreciated stock or securities to a foreign corporation). Failure to file
the required information returns will subject the non-complying party to penalties imposed by I.R.C.
§§ 6038(b), 7203, 7206-7207 (1982). Also, the failure to include UFPHCI in gross income will invoke an extended statute of limitations under I.R.C. § 6501(e)(1)(B) (1982). I.R.C. § 551(0(2)
(1982).
20 I.R.C. § 551(d) (1982).
21 I.R.C. § 55 1(e) (1982). Also, this provision incorporates the extended statute of limitations
under I.R.C. § 6501(e)(1)(B) (1982). See I.R.C. § 551(0(2) (1982).
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The above basis adjustment rules are designed to prevent double taxation with respect to UFPHCI. Such adjustments may be illustrated by
the following examples.
Example 1: The M corporation is a FPHC. Seventy-Five Percent (75%) in
value of its capital stock is owned by A, a citizen of the United States, and
the remaining 25% is owned by B, a non-resident alien individual. For the
calendar year 1981 M corporation has an UFPHCI of $100,000. As a result, A is required to include $75,000 of such income in gross income as a
dividend in his individual tax return for the calendar year 1981. The
$100,000 is treated as paid in surplus or as a contribution to the capital of
M corporation and its accumulated earnings and profits as of the close of
the calendar year 1981 are correspondingly reduced. If after treating such
$100,000 as paid in surplus or as a contribution to capital, the M corporation has no accumulated earnings and profits at the close of 1981, and if for
the calendar year 1982, the M corporation has no earnings and profits, but
distributed $40,000, the amount so distributed would be a non-taxable distribution and would not be included in the gross income of either A or B for
the calendar year 1982. If, however, after treating the $100,000 as paid in
surplus or as a contribution to capital, the M corporation had accumulated
earnings and profits of $100,000 at the close of 1981, the facts otherwise
being the same, the distribution in 1982 would be taxable to A as a dividend.22 The taxability of such distributions to B would depend upon the
application of the tax sourcing rules relating to the treatment of dividends
from a foreign23corporation as income from sources within or without the
United States.
Example 2: In Example 1, assume that the basis of A's stock was $300,000.
If A includes in gross income in his return for the calendar year 1981,
$75,000 as a dividend from M corporation (i.e., 75% of $100,000), the basis
of his stock would be $375,000. After the non-taxable distribution of
$30,000 to A by the M corporation in 1955 (75% of the $40,000 distribution) the basis of A's stock, assuming no other changes, would be $345,000
(i.e., $375,000-$30,000). If A failed to include the $75,000 as a dividend
in gross income in his return for 1981 and his failure was not discovered
until after the six-year period statute of limitations had expired, application
of the basis adjustment rules would not increase the basis of A's stock. The
subsequent non-taxable distribution of $30,000 to A in 1982 would reduce
his basis of $300,000 (such basis having never been increased by the unreported $75,000) to $270,000 thus tending to compensate for his failure to
include the earlier $75,000 of UFPHCI as a dividend in his gross income
for 1981. If the UFPHCI of the M corporation is readjusted within the
applicable statute of limitations, thus increasing or decreasing the amount
A would have had to include in his gross income, proper adjustment is also
required to be made to the basis of A's stock on account of such
readjustment.2 4
22 Treas. Reg. § 1.551-5(b) (Ex.1) (1958).
23 I.R.C. § 861(a)(2) (1982).
24 Treas. Reg. § 1.551-5(b) (Ex. 2) (1958).
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Definitional Concepts

Given the above-described mechanical approach of the statute, it is
necessary to define just what is meant by a FPHC. Section 552(a) provides that for purposes of the Code, the phrase "FPHC" means any foreign corporation which meets the following two tests: 25 (1) gross income
requirement, and (2) stock ownership requirement.
1. Gross Income Requirement
This test is met if at least 60% of the foreign corporation's gross
income2 6 for the taxable year is FPHCI;2 7 but if the corporation is a
FPHC with respect to any taxable year ending after August 26, 1937,
then, for each subsequent taxable year, the minimum percentage will be
50 percent (in lieu of 60 percent), until a taxable year during the whole of
which the stock ownership test (as discussed below) does not exist, or
until the expiration of three (3) consecutive taxable years in each of
which less than 50 percent of the gross income is FPHCI. s For purposes of the above test, the statute indicates that there shall be included
in gross income the amount includable therein as a dividend by reason of
the application of § 555(c)(2).2 9
2. Stock Ownership Requirement
In addition to the above gross income test, section 552(a) also requires that at any time during the taxable year, more than 50 percent in
value of such foreign corporation's outstanding stock must be owned,
directly or indirectly, by or for not more than five (5) individuals who are
citizens or residents of the United
States, such shareholder being referred
30
to as "United States Group.",
However, the statute identifies certain entities that are not included
within the scope of the FPHC provisions such as (i) a corporation exempt from tax under subchapter F, and (ii) a corporation organized and
doing business under the banking and credit laws of a foreign country if
it is established (annually, or at other periodic intervals) to the satisfaction of the Secretary that such corporation is not formed or availed of for
the purpose of evading or avoiding United States income taxes which
would otherwise be imposed upon its shareholders. If the Secretary is
25
26
27
28

I.R.C. § 7701(a)(3), (5) (1982).
Gross income is defined in I.R.C. § 555(a) (1982).
FPHCI is defined in I.R.C. § 553 (1982).
I.R.C. § 552(a)(1) (1982).

29 Id

30 I.R.C. § 552(a)(2) (1982). See also Treas. Reg. § 1.552-1(a) (1958) (last sentence).
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satisfied that such corporation is not so formed or availed of, he shall
issue to such corporation annually or at other periodic intervals a certification that the corporation is not a FPHC.3 Each United States Shareholder of a foreign corporation which would, except for the above
exclusion, be a FPHC, is required to attach to and file with his income
tax return for the taxable year a copy of the certification issued by the
Secretary in this regard.32 Furthermore, a copy of such certification
must be filed with the taxpayer's return for the taxable year if he has been
a shareholder of such corporation for any part of such year.3 3
Based upon the above statutory definition of a FPHC, three specific
concepts must be addressed: (1) The requirement that a foreign personal
holding company must be a foreign corporation; (2) The gross income
requirement; and (3) The stock ownership requirement.
B. Foreign Corporation Requirement
The statute specifically requires that a FPHC must be a "foreign
corporation." 3 4 The regulations indicate that a foreign corporation subject to classification as a FPHC is not subject to taxation under either
§ 531 or § 541. 31 However, the fact that a foreign corporation is a FPHC
does not relieve the corporation from liability for taxes imposed generally
upon foreign corporations,3 6 since such taxes apply regardless of the classification of the foreign corporation as a FPHC.3 7
As a general rule, foreign corporation status is determined by reference to the jurisdiction where such entity is formed.38 For example, if a
corporation is formed under the law of the United States or any State
thereof, such entity cannot constitute a foreign corporation even if it derives all of its earnings from outside the United States.39 Conversely, a
corporate entity organized outside the United States will be characterized
as a foreign corporation even though all of its income is earned from
United States sources.' In determining corporation status, reference
must be made to § 7701 of the Code which is the operative Code section
for United States tax purposes regardless of the characterization of an
31 I.RC. § 552(b)(2) (1982); Treas. Reg. §§ 1.552-4 to -5 (1958).
32 .RLC. § 552(b)(2) (flush language); Treas. Reg. § 1.552-4(b) (1958).
33 Id.

34 I.RLC. §§ 552(a), 7701(a)(3), 7701(5) (1982).
35 Treas. Reg. § 1.552-1(b) (1958).
36 Id. See I.R.C. §§ 881-82, 897 (1982).
37 Eg., I.R.C. § 897(a)(1) (1982) (referring only to a "foreign corporation").
38 I.RLC. § 7701(a)(3)-(5) (1982).
39 I.R.C. § 7701(a)(3)-(4) (1982); See I.R.C. § 11(d) (1982).
40 I.LC. § 7701(a)(3), (5) (1982); See I.R.C. § l1(d) (1982) (indicating that foreign corporations
are taxed under I.R.C. § 882) (1982).
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entity outside the United States. For example, in Rev. Rul. 77-214,"' the
Service examined a limited liability German corporation ("GmbH") in
order to assess whether such entity possessed sufficient corporate attributes to justify characterization as an association taxable as a corporation.4 2 Furthermore, in Rev. Rul. 73-254,4" the Service applied the rules
of § 7701, and the regulations promulgated thereunder, in determining,
for the United States tax purposes, the proper classification of an unincorporated foreign business organization to which a United States citizen
had contributed various assets.
Furthermore, in the FPHC context, tax purposes are even more crucial where tiered entity relationships exist. For example, if one corporation (the first-tier entity) is deemed to own all of the stock of another
corporation (the second-tier entity), the characterization of the secondtier entity may be crucial to determining the FPHC status of the first-tier
entity. If, for instance, the second-tier entity distributes funds to the
first-tier entity, and such second-tier entity is classified as a corporation,
the distribution back to the first-tier entity could be characterized as a
dividend thereby generating FPHCI at the first-tier entity level.' If the
first-tier entity is also a corporation subject to the FPHC provisions, the
tax consequences to a United States citizen or resident may be increased
significantly by virtue of the second-tier entity's income distributed (or
deemed distributed) to the first-tier entity. However, if the second-tier
entity is not a foreign corporation, any actual distribution to the first-tier
entity will not be classified as a dividend and therefore may not generate
FPHC income at the first-tier entity level. In addition, the second-tier
entity cannot be classified as a FPHC.
In any event, it is imperative that the entity involved be a foreign
corporation within the meaning of § 7701 (and the regulations promulgated thereunder) before the FPHC provisions apply.
C. Gross Income Requirement
Assuming a foreign corporate entity is involved, the statute requires
41 1971-1 C.B. 408.
42 See Treas. Reg. § 301.7701-2, T.D. 6797, 1965-1 C.B. 553, 554; T.D. 7515, 1977-2 C.B., T.D.
7889, 1983-1 C.B. 362, 364, which sets forth four attributes of corporate or association status:
(1) limited liability; (2) continuity of life; (3) centralization of management; and (4) free transferability of interests. Possession of more than two of such four attributes justifies characterization as an
association taxable as a corporation. Id.
43 1973-1 C.B. 613.
44 Furthermore, if the second-tier entity is also classified as a FPHC such entity will be deemed
to have distributed its UFPHCI to the first-tier entity which must also run the gamut of the FPHC
provisions.
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that such foreign entity meet two tests. 45 The first test is the gross income requirement which is applied at the corporate level. 6 The second
test is the stock ownership requirement which is applied at the shareholder level.47
Section 552(a)(1) provides that if at least 60% of such foreign corporation's gross income for the taxable year is FPHCI (subject to a 10%
reduction in the 60% requirement for each subsequent taxable year until
a taxable year during the whole of which the stock ownership requirement does not exist, or until the expiration of three consecutive taxable
years in each of which less than 50% of the gross income is FPHCI), the
gross income requirement would be met.48 The regulations make it clear,
that in determining whether FPHCI is equal to the required percentage
of the total gross income, the determination must not be made upon the
basis of gross receipts, since gross income is not synonymous with gross
receipts. 49 For a meaning of gross income in this context,5 0 the regulations cross-reference the reader to § 555 and the regulations promulgated
thereunder.
As indicated by the statute, the gross income requirement is a
mechanical test designed to identify a FPHC by reference to various categories of passive income.51 In order to determine whether a particular
foreign corporate entity falls within the purview of the gross income requirement, § 553 provides extensive definitions with respect to items that
constitute FPHCI 2
1.

Dividends, Interest, Royalties and Annuities, such as: Dividends,
Interest Royalties, Annuities, Stock and Security
Transactions, Commodity Transactions,Estates and
Trusts, PersonalService Contracts, Use
of CorporateProperty by Shareholderand Rents.
Section 553(a) provides that the phrase "FPHCI" means that por-

45

I.R.C. § 552 (1982).
46 I.R.C. § 552(a)(1) (1982).
47 I.R.C. § 552(a)(2) (1982).
48 See supra note 40.

49 Treas. Reg. § 1.552-2(b) (1958).
50 Id. Gross income is to be calculated as if the foreign corporation were a domestic corporation
which is a personal holding company. I.R.C. § 555(a) (1982).
51 I.R.C. § 553 (1982).
52 The present regulations define FPHCI by reference to the domestic personal holding company
regulations under Treas. Reg. § 1.543 (1958), T.D. 6739, 1964-2 C.B. 156, 156, T.D. 7261, 1973-1
C.B. 309, 316. The Revenue Act of 1964, Pub. L. No. 88-272, 79 Stat. 19 (1964) amended I.R.C.
§ 553 (1982) to be independent of § 543 and proposed regulations under I.R.C. § 553 (1982) have
been issued.
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tion of the gross income, determined for purposes of § 552 (regarding the
definition of a FPHC), which consists of dividends, interest, royalties and
annuities. 3 The regulations under § 553 are outdated and indicate that
FPHCI shall consist of designated items as defined under § 543 and the
regulations promulgated thereunder relating to personal holding company income of a domestic corporation subject to certain exceptions specifically set forth in the regulations under § 553.54 However, the Service
has issued proposed regulations under Section 553 which are designed to
eliminate the necessity to refer to the domestic personal holding company provisions.55 The proposed regulations under § 553 indicate that
the term "dividends" include dividends as defined in § 316 and amounts
required to be included in gross income under § 551 and the regulations
promulgated thereunder (relating to FPHCI taxed to United States
Shareholders). 6 Based on the above definition, a distribution will not
constitute a dividend, unless it is a distribution out of earnings and profits. 7 Furthermore, certain additions to gross income under § 555(b) are
also included in the term dividend. 8
The proposed regulations under § 553 indicate that the term "interest" means any amount includible in gross income, received for the use of
money loaned and shall include imputed interest imposed by § 483 and
any annual periodic rental payment under a redeemable ground rent (excluding amounts in redemption thereof) that is treated as interest. 9
The term "royalties" includes all amounts received for the privilege
of using patents, copyrights, secret processes and formulas, good will,
trade marks, trade brands, franchises and other like property.' Royalties
also include production payments and overriding royalties received from
any interest in mineral, oil or gas properties.6 1 Furthermore, certain special rules apply to overriding royalties received from a sublessee by an
53 I.R.C. § 553(a)(1) (1982).
54 Treas. Reg. § 1.553-1, T.D.-6739, 1964-2 C.B. 156, 161; See supra note 52.
55 Such proposed regulations were published in 33:9 Fed. Reg. 12,569 (1968).
56 Treas. Reg. § 1.553-1(b)(1) (proposed Sept. 5, 1968).
57 I.R.C. § 316(a)(l)-(2) (1982).
58 I.R.C. § 555(b) (1982). However, the proposed regulations do not specifically address this
issue.
59 Treas. Reg. § 1.553-1(b)(2) (proposed Sept. 5, 1968). See also I.R.C. § 163(c) (1982) and
Treas. Reg. § 1.163-1 (1957), T.D. 6593, 1962-1 C.B. 22, T.D. 6821, 1965-1 C.B. 360, 361, T.D.
6873, 1966-1 C.B. 101, 102, T.D. 7408, 1976-1 C.B. 48. In Rev. Rul. 72-527, 1972-2 C.B. 456, the
Service held that tax exempt interest is not FPHCI. Furthermore, interest received by a party acting
as a conduit for repayment in a properly structured transaction evidencing such characterization will
not generate FPHCI. See United States v. Ross, 251 F. Supp. 175 (S.D.N.Y. 1966), affid, 368 F.2d
455 (2d Cir. 1966).
60 Treas. Reg. § 1.553-1(b)(3)(i) (proposed Sept. 5, 1968).
61 Treas. Reg. § 1.553-1(b)(3)(ii) (proposed Sept. 5, 1968).
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operating company which originally leased and developed natural resource property in respect of which such overriding royalties are paid,
and to mineral, oil, or gas production payments, only with respect to
amounts received after September 30, 1958.62
In addition, significant problems are presented in determining
whether a payment constitutes a rent or a royalty." For example, in
Rev. Rul. 54-284, 4 the Service was faced with characterizing payments
received for certain films. The taxpayer licensed certain films for distribution and exhibition and received a percentage of the gross receipts. On
these facts, the Service held that the amounts constituted rents for purposes of the FPHC provisions. However, amounts received for the sale
of copyrights and other rights are not royalties.65 In addition, a final
determination as to whether a transfer of intangible property constitutes
a sale or a license, turns upon whether the exclusive rights to exploit the
property throughout its life have been transferred.16 In Rev. Ril. 60226,67 the Service held that if exclusive rights have been transferred, payments received do not constitute FPHCI even if the consideration is measured by reference to receipts from the sale, performance, exhibition, or
publication of a copyrighted work. Finally, in Rev. Rul. 75-202,68 an
author transferred a copyright to a personal holding company and simultaneously entered into therewith a 15-year employment contract to write,
edit and compile future works. Subsequently, the corporation sold all of
its rights to an unrelated third party for the entire copyright term. However, such rights would revert to the corporation in the event that they
were not profitably exploited. On these facts, the Service held that the
amounts received were for the sale of copyrights and did not constitute
royalties under the FPHC provisions.
The proposed FPHC regulations define the term "annuities" to include annuities only to the extent includable in the computation of gross
income under § 72 of the Code.6 9
2. Stock and Security Transactions
The statute specifically provides that except in the case of regular
dealers in stock and securities, gains from the sale or exchange of stock
62 Id. The term mineral is defined under the I.R.C. § 611 (1982) regulations. Id.
63 The proposed regulations specifically state that royalties do not include rents. Id.
64 1954-2 C.B. 275.
65 See Dairy Queen of Oklahoma, Inc. v. Comm'r, 250 F.2d 503 (10th Cir. 1957).
66 See Rev. Rul. 60-226, 1960-1 C.B. 26.
67 Id.
68 1975-1 C.B. 170.
69 I.R.C. § 553(a)(2) (1982); Treas. Reg. § 1.553-1(b)(4) (proposed Sept. 5, 1968).
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or securities constitute FPHCI.7 0 The proposed regulations further clarify the above rule by indicating that the gain subject to inclusion in FHCI
shall be net gains from sale or exchange of stock or securities.7 1 For
purposes of the FPHC provisions, the proposed regulations contain an
extensive definition of the phrase "stock or securities."7 " If there is an
excess of losses over gains from such transactions, such excess (or net
loss) shall not be used to reduce gross income or FPHCI for purposes of
determining whether the corporation is a FPHC.7 3 In addition, the capital loss carry-over provided under § 1212 shall not be taken into account.7 4 Special rules apply for dealers in stocks or securities.7"
3.

Commodity Transactions

The statute specifically provides that gains from futures transactions
in any commodity on or subject to the rules of a board of trade or commodity exchange constitute FPHCI.76 This rule, however, shall not apply to gains or losses by a producer, processor, merchant, or handler of
the commodity, which arise out of bona fide hedging transactions reasonably necessary to the conduct of its business in the manner in which such
business is customarily and usually conducted by others.77 Furthermore,
the regulations under § 553 indicate that in computing gross income and
FPHCI, net gains from commodity transactions shall be utilized for this
purpose.78 Any excess of losses over gains from such transactions shall
not be used to reduce gross income or FPHCI.79 Furthermore, the capital loss carry-over under § 1212 is not taken into account. 80
70 I.R.C. § 553(a)(2) (1982).
71 Treas. Reg. § 1.553-1(b)(5)(i) (proposed Sept. 5, 1968). See Gray v. Comm'r, 561 F.2d 753
(9th Cir. 1977) (holding redemption proceeds constitute FPHCI) and Rev. Rul. 73-277, 1973-1 C.B.
296 (where the Service held that gain realized by a first-tier Controlled Foreign Corporation on the
sale of stock in a second-tier entity pursuant to a § 337 liquidation is not FPHCI).
72 Id.

73 Treas. Reg. § 1.553-2(a) (proposed Sept. 5, 1968).
74 Id.

75 See I.R.C. § 553(a)(2) (1982); Treas. Reg. § 1.553-1(b)(5)(ii) (proposed Sept. 5, 1968). See
I.R.C. § 1236 (1982). In Rev. Rul. 64-157 1964-1 C.B. 139 the Service defined a dealer in stock or
securities. See also United States v. Ross, 251 F. Supp. 175 (S.D.N.Y. 1966), affid, 368 F.2d 455 (2d
Cir. 1966) (investor rather than dealer status found).
76 I.R.C. § 553(a)(3) (1982). However, only net gains are included for this purpose. See Treas.
Reg. § 1.553-1(b)(6),-2(a) (proposed Sept. 5, 1968).
77 I.R.C. § 553(a)(3) (1982); Treas. Reg. § 1.553-1(b)(6) (proposed Sept. 5, 1968). With this
exception, however, all other speculative gains and losses on futures contracts are included. Id.
78 See I.R.C. § 553(a)(3) (1982); See also supra note 76.
79 Treas. Reg. § 1.553-2(a) (proposed Sept. 5, 1968).
80 Id.
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4. Estates and Trusts
The statute indicates that amounts includable in computing the taxable income of a corporation under part I of subchapter J, 8 1 and gains
from the sale or other disposition of any interest in an estate or trust shall
also be included in FPHCI 2 Furthermore, this rule requires that the
income includable in the corporation's income as received from a foreign
or domestic trust, constitutes FPHCI regardless of the character of such
income at the trust level. This rule therefore prevents a corporation from
avoiding the FPHC provisions by merely being a beneficiary of a trust.
5. Personal Service Contracts
FPHCI also includes amounts received pursuant to a contract under
which the corporation is to furnish personal services; if some person,
other than the corporation has the right to designate (by name or by
description) the individual who is to perform the services, or the individual who is to perform is designated (by name or by description), in the
contract; 83 and amounts received from the sale or other disposition of
such a contract.8 4 This rule applies with respect to amounts received for
services under a particular contract only if at some time during the taxable year 25% or more in value of the outstanding stock of the corporation is owned, directly or indirectly, by or for the individual who has
performed, is to perform, or may be designated (by name or by description) as the one to perform such services.8 Attribution rules apply in
determining stock ownership for this purpose.86 If the contract, in addition to requiring the performance of services by a 25% or more stockholder who is designated or would be designated, requires the
performance of services by other persons which are important and essential, then only that portion of the amount received under such contract
which is attributable to the personal services of the 25% or more stockholder will constitute FPHCI.8 7 Incidental personal services of other
persons employed by the corporation to facilitate the performance of the
services by the 25% or more stockholder, however, shall not constitute
81 See I.R.C. § 641 (1982) and following, regarding the taxability of estates, trusts, and
beneficiaries.
82 I.R.C. § 553(a)(4) (1982). See Treas. Reg. 1.553-1(b)(7) (proposed Sept. 5, 1968). It is not
clear how a loss would be treated since it is not mentioned in the statute or regulations.
83 I.R.C. § 553(a)(5)(A) (1982).
84 I.R.C. § 553(a)(5)(B) (1982).
85 Id. (flush language).
86 Treas. Reg. § 1.553-1(b)(8)(ii) (proposed Sept. 5, 1968).
87

Id.
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important or essential services. 88 The proposed regulations also indicate
that under § 482, gross income, deductions, credits or allowances between or among organizations, trades or businesses may be allocated if it
is determined that allocation is necessary in order to prevent evasion of
taxes or clearly to reflect the income of any such corporations, trades or
businesses.89
For taxable years beginning after December 31, 1967, the portion of
the amount received under a contract which is attributable to the personal services of the 25% or more stockholder is to be determined under
the proposed domestic personal holding company regulations. 90 These
proposed regulations indicate that the amount includible in income is the
amount received multiplied by a fraction the numerator of which is the
sum of the amounts inuring for such taxable year to the benefit of such
stockholder, and the denominator of which is the sum of the amounts
inuring for such taxable year to the benefit of such stockholder and all
persons who are required to perform important and essential services
under such contract. 91 For purposes of this rule, the amounts inuring to
the benefit of a person for a taxable year shall be equal to the sum of:
(i) amounts paid or credited in any medium during such year, directly or
indirectly, to such person by the corporation as compensation, rent, interest, royalties and dividends (as defined in § 316(a); and (ii) in the case
of a person who is a stockholder, his proportionate share of the taxable
income of the corporation for such year less (i) that amount by which the
tax imposed by § 11 on such income exceeds the credits allowable under
part IV, subchapter A, Chapter 1 of the Code, and (ii) the dividends
(described in § 316(a)) paid during the taxable year.92
If by applying the rules provided in § 544, a person would be considered to own any stock which is owned (directly or indirectly) by any
other person, then amounts inuring to the benefit of such other person
shall be considered to be inuring to the benefit of such person. 93 In any
case, where the corporation has gross income from more than one contract for the taxable year, the above computations must be made with
respect to each contract separately. 94 For purposes of said separate computations, the amount considered as inuring to the benefit of a person
88 Id.
89 Id

90 Treas. Reg. § 1.553-1(b)(8)(iii) (proposed Sept. 5, 1968). This regulation refers the reader to
Treas. Reg. § 1.543-10(c) (proposed Sept. 5, 1968).
91 Treas. Reg. § 1.543-10(c)(1) (proposed Sept. 5, 1968).
92 Treas. Reg. §§ 1.543-10(c)(2)(i), 10(c)(2)(ii)(a)-(b) (proposed Sept. 5, 1968).
93 Id. (flush language).
94 Treas. Reg. § 1.543-10(c)(3) (proposed Sept. 5, 1968).
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with respect to a particular contract shall be an amount equal to the total
amount inuring to the benefit of such person for the year multiplied by a
fraction the numerator of which is the gross income of the corporation
from such contract, and the denominator of which is the total gross income from all contracts which require the important and essential services of such person.95
Recently, the Service has ruled that controlled corporations are not
in receipt of PHCI where the services rendered by the corporation are
performed by sole shareholder employees, so long as the clients of the
corporation do not have the contractual right to the specific personal
services of the shareholder employee and the services are not so unique as
to prevent substitution. In 1975, the Service issued three rulings in this
area dealing with a sole physician employee, 96 a sole songwriter employee, 97 and a sole accountant employee. 98 In each case the Service

ruled that the income in question did not constitute PHCI. The same
theory should apply equally in the context of FPHCI and employees conducting significant services outside of the United States.
6.

Use of CorporateProperty by Shareholder

FPHCI also includes amounts received as compensation (however
designated and from whomsoever received) for the use of, or right to use,
property of the corporation in any case where, at any time during the
taxable year, 25% or more in value of the outstanding stock of the corporation is owned, directly or indirectly, by or for an individual entitled to
the use of the property. This right could be obtained directly from the
corporation or by means of a sublease or other arrangement. 99 However,
this rule applies only to a corporation which has FPHCI for the taxable
year computed without regard to Section 553(a)(6) and Section
553(a)(7), in excess of 10% of its gross income. 1°0 It is important to
note, however, that such rule applies only if an individual shareholder
rents property from the corporation. FPHCI is not generated if such
property is leased from the corporation by a corporate shareholder or if
the corporation leases property from a shareholder. 0 1 In addition, as
long as an individual does not own 25% of the stock, this rule has no
95
96
97
98
99
posed
100
101

Id. See the examples set forth at Treas. Reg. § 1.543-10(d) (proposed Sept. 5, 1968).
Rev. Rul. 75-67, 1975-1 C.B. 169.
Rev. Rul. 75-249, 1975-1 C.B. 171.
Rev. Rul. 75-250, 1975-1 C.B. 172.
I.R.C. § 553(a)(6) (1982). See Treas. Reg. § 1.553-1(b)(9) (proposed Sept. 5, 1968). The proregulations indicate the substance of the transaction that will govern.
Id.

Id.
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application. 1

7

Rents

Finally, FPHCI includes rents unless such rents constitute 50% or
more of the gross income. 10 3 For purposes of this paragraph the term
"rent" means compensation, however designated, for the use of, or right
to use, property; but does not include amounts constituting FPHCI
under § 553(a)(6) dealing with the use of corporation property by a 25%
or more shareholder."° As noted previously in the discussion of royala payment constitutes a rental payment
ties, it is not often clear whether
10 5
or a payment for royalties.
It is important to note that as long as rental income constitutes 50%
or more of the corporation's gross income, FPHCI is not created. 06
This rule applies in order to avoid imposition of the FPHC provisions on
a foreign corporation actively engaged on a large scale in the rental of
property.' 0 7 However, if rents amount to less than 50% of gross income,
all such amounts constitute FPHCI.'1 8
D. Stock Ownership Requirement
Section 552 indicates that in addition to the foreign corporation and
gross income requirements, the United States citizens or resident shareholders of the foreign entity must be subject to the stock ownership requirement before the FPHC provisions apply.' 0 9 The statute provides
that the stock ownership requirement will be met if at any time during
the taxable year more than 50% in value of such entity's outstanding
stock is owned, directly or indirectly, by or for not more than five individuals who are citizens or residents of the United States, such shareholders referred to as the United States Group." 0
102 Id. Treas. Reg. § 1.553-1(b)(9)(iii) (proposed Sept. 5, 1968) indicates that the attribution rules
of I.R.C. § 544 (1982) will apply in this regard.
103 I.R.C. § 553(a)(7) (1982). Treas. Reg. § 1.553-1(b)(10) (proposed Sept. 5, 1968).
104 Id.
105 See supra notes 63-68 and accompanying text.
106 See supra note 103.
107 Also, the proposed regulations indicate that FPHCI status will be avoided if significant services are rendered in conjunction with rental activity, such as hotels and motels. See Treas. Reg.
§ 1.553-1(b)(10)(ii) (proposed Sept. 5, 1968).
108 However, the special rule discussed supra note 107 may avoid the creation of FPHCI where
significant services are rendered.
109 I.RC. § 552(a)(2) (1982).
110 Id. See Treas. Reg. § 1.553-3 (proposed Sept. 5, 1968). Although focusing on individuals, the

court in Rodney, Inc. v. Hoey, 53 F. Supp. 604 (S.D.N.Y. 1944) took a broader approach.
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1.

United States Group Control

It is important to note from the outset that the 50% test applies to
the value of the outstanding stock and not necessarily strict ownership
percentages."' 1 Such 50% in value may be determined directly or indirectly by reference to extensive attribution rules contained § 554 of the
Code. 12 Furthermore, it is necessary to consider any change in the stock
outstanding during the taxable year, whether in the number of shares or
classes of stock, or in the ownership thereof, since the corporation comes
within the classification if the statutory condition with respect to stock
ownership are present at any time during the taxable year. 1 13 In determining whether the statutory conditions with respect to stock ownership
are present at any time during the taxable year, the phrase "in value"
shall, in the light of all circumstances, be deemed the value of the corpo14
rate stock outstanding at such time without regard to treasury stock.
Such value may be determined upon the basis of the corporation's net
worth, earnings and dividend paying capacity, appreciation of assets, together with such other factors as have a bearing upon the value of the
stock.115 If the value of the stock which is used is greatly at variance
with that reflected by the corporate books, the evidence of such value
should be filed with the return.1 16 In any case where there are two or
more classes of stock outstanding, the total value of all the stock should
be allocated among the different classes according to the relative value of
each class.'

17

2. Directly or Indirectly

As indicated previously, the ownership requirement will be met if at
any time during the taxable year more than 50% in value of the outstanding stock is owned "directly or indirectly" by or for not more than
five individuals who are citizens or residents of the United States. 1 8 No
particular problem is presented in the context of direct ownership since it
is generally easy to identify the shareholders who actually own an equity
interest in the corporation. However, the statute specifically authorizes
111 Id
112 Treas. Reg. § 1.552-3(a) (proposed Sept. 5, 1968) refers the reader to I.R.C. § 554 (1982) and
the regulations promulgated thereunder.
113 Treas. Reg. § 1.552-3(b) (1958).
114 Id.
115 Id.
116 Id.

117 Id. See Rev. Rul. 59-60, 1959-1 C.B. 237 as amplified by Rev. Rul. 77-287, 1977-2 C.B. 319.
118 I.R.C. § 552(a)(2) (1982). The fact that stock may be owned "for" a person invokes a lookthrough approach in the FPHC area.
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indirect ownership as also qualifying for the tainted stock ownership requirement."1 9 As a result of the indirect ownership language contained
in the Code, it is possible to attribute FPHC status to a foreign entity by
virtue of ownership in a domestic entity as well as by virtue of ownership
in a foreign corporation.
For example, if a domestic corporation, partnership, estate or trust
were to own stock in a foreign corporation, the language of the statute
supports an analysis of FPHC status with respect to the foreign corporation by virtue of the stock ownership of the domestic corporation, partnership, estate or trust. Assume that all the stock of a foreign
corporation X is owned by a United States corporation Z, corporation Z
is in turn owned equally by two United States citizens, A and B, and a
domestic partnership (i.e., one-third each) in which C and D are United
States partner citizens. The ownership test is based upon the individuals
involved as well as the individual partners of the domestic partnership
and not the corporate entity Z. Since indirectly, 100% of the stock of the
foreign entity (X) is owned by United States individuals who are citizens
or residents, such foreign entity (X) constitutes a FPHC.
The same indirect principle applied to domestic entities also applies
with respect to foreign entities. For example, assume that a foreign corporation (X) owns 80% of the stock of another foreign corporation (X-l)
and the remaining 20% is owned by other non-United States interests. A
determination of whether foreign corporation X is a FPHC is determined
by a reference to those United States citizens or residents which own
stock in the foreign corporation. Furthermore, it is possible that the second-tier foreign subsidiary (X-l) would also be considered a FPHC in
this scenario, because X-1 stock owned by X can be deemed indirectly
owned by the shareholder of X for purposes of the FPHC provisions.
3. Attribution Rules
The statute sets forth extensive constructive ownership rules in determining the ownership of stock in a FPHC. 120 Stock owned, directly
or indirectly, by or for a corporation, partnership, estate or trust is considered as being owned proportionately by its shareholders, partners or
119 Indirect ownership should be contrasted with constructive ownership. See Treas. Reg.
§ 1.554-6(a) (proposed Sept. 5, 1968).
120 I.R.C. § 554 (1982). Also, these constructive ownership rules apply in determining FPHCI:
(1) under § 553(a)(5) (1982) regarding personal service contracts of 25% or more shareholder and
(2) use of corporate property under I.R.C. § 553(a)(6) (1982). I.R.C. § 554(a) (1982). The existing
§ 554 regulations cross-reference the reader to the attribution regulations issued under I.R.C. § 544
(1982). However, proposed regulations were issued in 1968 under I.R.C. § 554 (1982) which supersede this cross-reference to the domestic PHC provisions.
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beneficiaries."' 1 In addition, an individual is considered as owning the
stock owned, directly or indirectly, by or for his family or by or for his
partner. 122 For purposes of this rule the family of an individual includes
only his brothers and sisters (whether by the whole or half blood),
spouse, ancestors and lineal descendants.123
If any person owns an option to acquire stock, such stock is considered as owned by the person holding the option. 4 In addition, an option to acquire an option and each of a series of such options is also
considered as an option to acquire such stock.12 5 Furthermore, outstanding securities convertible into stock (whether or not convertible
during the taxable year) considered as outstanding stock for purposes of
the stock ownership requirements provided in § 552(a)(2), but only if the
effect of the inclusion of such securities is to make the corporation a
FPHC. 126 Special rules regarding convertible securities apply with respect to personal service contracts 127 and the use of property by corporate shareholders.12 The general rule regarding convertible securities is
subject to an exception which provides that where some of the outstanding securities are convertible only after a later date than in the case of
others, the class having the earlier conversion date may be included
although the others are not included, but no convertible security shall be
included unless all outstanding securities having a prior conversion date
129
are also included.
In certain circumstances, the statute provides that reattribution is
permissible in determining FPHC status.3 0 As a result, stock considered
as owned by an individual by reason of his being a beneficiary of a trust
may be reattributed to a spouse by reason of the family attribution
rules. 3 1 In addition, stock owned by a parent corporation by reason of
its ownership of all the stock in the subsidiary may be reattributed to the
individual shareholders of the parent or to a partnership which is a
121 I.R.C. § 554(a)(1) (1982). As a result, a corporation, trust, estate, or partnership cannot be
included in the United States Group under I.R.C. § 552(a)(2) (1982). But see supra note 110.
122 I.R.C. § 554(a)(2) (1982).
123 Id. See Rev. Rul. 59-43, 1959-1 C.B. 146; Treas. Reg. § 1.554-3(a) (proposed Sept. 5, 1968).
However, consideration must also be given to Estate of N.S. Miller, 43 T.C. 760 (1965) discussed,
infra text accompanying notes 141-42.
124 I.R.C. § 554(a)(3) (1982).
125 Id. Treas. Reg. § 1.554-4 (proposed Sept. 5, 1968).
126 I.R.C. § 554(b)(1) (1982).
127 I.R.C. § 554(b)(2) (1982).

128 I.R.C.
129 I.R.C.
130 I.R.C.
ownership in
131 rd.

§ 554(b)(3) (1982).
§ 554(b)(3) (1982) (flush paragraph); Treas. Reg. § 1.554-5 (proposed Sept. 5, 1968).
§ 554(a)(5) (1982). The theory operating in I.R.C. § 554 is the maximization of stock
order to establish FPHC status.
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shareholder in the parent and then reattributed once again to the individual partners of the partnership. 132 However, reattribution is permitted
only if:
1. Stock constructively owned by reason of § 554(a)(1) 133 may be
reattributed for the purpose of again applying such rule or for the purpose of applying the family and partnership rule set forth in § 554(a)(2)
in order to make another person a constructive owner of such stock; 134 or
2. Stock constructively owned by reason of § 554(a)(3) 1" may be
reattributed for the purpose of applying the entity attribution rules 136 or
137
the family and partnership rules.
The statute strictly prohibits the attribution of stock under the family rules and partnership rules for purposes of utilizing such rule to establish that another individual is a constructive owner of stock. 138 As a
result, stock may not be attributed from a husband to a spouse and reattributed from the spouse to her brother.
Finally, if stock may be considered owned by an individual by virtue
of the family and partnership attribution rules or by virtue of the option
attribution rules, the statute and proposed regulations indicate that such
ownership will be deemed subject to the option rule. 13 This restriction is
set forth in the statute in order to avoid reattribution of stock by virtue of
the family and partner rules." 4°
4. Estate of N.S. Miller v. Commissioner-Non-Resident Alien
Attribution
In Estate of N.S. Miller v. Commissioner, 4 ' the Tax Court was
asked to clarify the constructive ownership rules imposed by § 554. In
Estate of N.S. Miller, Ava and Florence, two non-United States sisters
living in Canada owned common stock warrants in Investors Trust, Ltd.,
a Canadian corporation. Ava and Florence also had an American
brother named Cyrus who did not own any shares or warrants in the
Canadian corporation. Furthermore, Nettie and Elsie, two United citi132 Treas. Reg. § 1.551-2(a) (1958). See also O'Falk'sDepartment Store, Inc., 20 T.C. 56 (1953)
(dealing with the predecessor section to I.R.C. § 544 - § 503(a)(1) of the 1939 Code).
133 This section deals with stock owned through a partnership, corporation, estate, or trust.
134 Treas. Reg. § 1.554-6(a)(1) (proposed Sept. 5, 1968).
135 This section deals with option ownership.

136 I.R.C. § 554(a)(1) (1982).
137 I.R.C. § 554(a)(2) (1982). See Treas. Reg. § 1.554-6(a)(2) (proposed Sept. 5, 1968).
138 I.R.C. § 554(a)(5) (1982); Treas. Reg. § 1.554-6(a)(3) (proposed Sept. 5, 1968); Butler v. Patterson, 148 F. Supp. 197 (N.D. Ala. 1957).
139 I.R.C. § 544(a)(6) (1982) and Treas. Reg. § 1.554-7(a) (proposed Sept. 5, 1968).
140 See supra note 138.
141 See supra note 123, non-acq., 1966-1 C.B. 4.
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zens who were sisters but were unrelated to Ava, Florence and Cyrus,
also owned stock in the Canadian corporation. Based on these facts,
Nettie and Elsie did not treat the corporation as a FPHC because as a
United States Group, they owned only 22% of the stock in the Canadian
corporation.
On these facts, the Service asserted that the warrants owned by Ava
and Florence had to be counted in applying the ownership test and that
even though Ava and Florence were not part of the United States Group,
Cyrus was a United States citizen and by virtue of § 554 was deemed to
own the warrants. Under this scenario, even though Cyrus owned no
stock in the Canadian corporation, more than 50% ownership by five or
fewer United States shareholders was present if Cyrus, Nettie and Elsie
constituted a United States Group by virtue of § 554. On the facts, even
though Cyrus did not own any stock in the Canadian entity, and Ava
and Florence were not United States citizens or residents (and therefore
not subject to United States tax) the attribution of ownership rules required that Nettie and Elsie report an allocable share of UFPHCI. The
taxpayers, however, argued that they should not be taxed simply because
two Canadian sisters who owned warrants in the Canadian corporation
happened to fortuitously have a brother living in the United States who
did not own any shares or warrants. Furthermore, the taxpayers contended that the attribution result advocated by the Service under § 554
was unwarranted.
The Tax Court agreed with the taxpayers and held that while the
warrants should otherwise be counted as Canadian corporation stock,
there should be no family attribution from Ava and Florence to Cyrus
who was not even a shareholder and the warrants need not be included in
the United States Group. It is unclear, however, whether the case stands
for the proposition that stock owned by a non-resident alien cannot be
attributed to a United States citizen or resident or rather such case is
limited to its unique factual circumstances. 4 2
III.

TAx CONSEQUENCES OF FOREIGN PERSONAL HOLDING
COMPANY STATUS

Once it has been determined that a FPHC exists under the statute, it
is necessary to determine the tax consequences to the United States
Shareholders. Basically, the determination of such tax consequences
142 See Note, Constructive Ownership of Stock Held By Nonresident Aliens In Foreign Personal
Holding Companies, 57 VA. L. REv. 657 (1971) and Sitrick, Tax Court Reads New Exception into
Stock Attribution Rules for Foreign PHCs, 22 J. TAX'N 301 (1965).
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turns upon a rather intricate calculation of what constitutes UFPHCI.14 3
Before turning to an analysis of the calculation required to determine
UFPHCI, it is helpful to first explore generally how such shareholders
are taxed, the amount of income required for inclusion, and the timing
considerations associated with income recognition.
A.

Taxing the Shareholder

Despite the intricate machinations imposed by § 554 and the constructive ownership rules contained therein, once FPHC status has been
established, it is clear that only actual shareholders must include a ratable share of UFPHCI in income.1"4 In determining the amount of
UFPHCI includable in income, stock owned indirectly or constructively
is disregarded. 14 Furthermore, merely because a United States citizen
or resident was not included within the United States Group 146 for purposes of testing stock ownership in a FPHC, all shareholders having actual share ownership in the FPHC, must include a ratable share of
UFPHCI in gross income based upon actual stock ownership. 47 However, only shareholders who actually own stock on the last day of the
year during which a United States Group exists are required to include a
share of UFPHCI in their gross income. 148 If the United States Group
exists on the last day of the year of such FPHC, each United States
owner on that day reports his ratable share of UFPHCI. It may be possible to escape FPHC tax if a shareholder disposes of his shares during the
year and the United States Group continues in existence subsequent to
such sale.149 However, if a shareholder disposes of his stock during the
year, and the United States Group ceases to exist immediately thereafter,
only the United States owners who owned stock on the day of disposition
include in their gross income, the UFPHCI."5 °
1. Amount Taxed
Section 551(a) of the Code sets forth the general rule that UFPHCI
is includible in the gross income of a United States Shareholder. 5 ' By
143 I.R.C. § 556 (1982).
144 I.R.C. § 551(a) (1982).
145 Id.
146 I.R.C. § 552(a)(2) (1982).

147 See I.R.C. § 551(a) (1982).
148 I.R.C. § 551(b) (1976).
149 Under such a scenario, the United States Group is defined by reference to the last day of the
year on which it exists. Treas. Reg. § 1.551-2(a) (1958).
150 Id. See I.R.C. § 551(b).
151 I.R.C. § 551(a) (1982).
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virtue of the fact that such income is undistributed, it is proper to classify
such income inclusion as a constructive dividend.15 2 Section 551(b) provides that each United States shareholder, who was a shareholder on the
day in the taxable year of the company which was the last day on which
the United States Group existed with respect to such company, shall include in his gross income, as a dividend, the amount he would have received as a dividend15 3 (determined as if any distribution in liquidation
actually made in such taxable year had not been made)"5 4 if on such last
day there had been distributed by the company and received by the
shareholders an amount which bears the same ratio to the UFPHCI of
year up
the company for the taxable year as the portion of such taxable1 55
to and including such last day bears to the entire taxable year.
Based upon this rule, if a FPHC ceases to have a United States
Group during the taxable year in question, each United States owner on
the last day that such United States Group existed is taxed on his distributive share of the corporation's entire UFPHCI for the year. For example, if the United States Group of a calendar year FPHC ceases to exist
on June 30, 1982, the UFPHCI of the corporation for the entire year of
1982 is calculated and each member of the United States Group would
include one-half of his distributive share of such income.1 56 However, a
similar limitation does not apply if the United States Group begins during the year and continues throughout the year. For example, if the
United States Group were to begin or come into existence on December
1, 1982, the above limitation does not apply. The United States stockholders on December 31, 1982 would include 100% of the UFPHCI attributable to their shares for the entire year. As a result, acquisition of
stock in a foreign corporation during the year could result in purchasing
additional UFPHCI and a related tax liability."7
Finally, a shareholder's distributive share of UFPHCI is defined in
terms of a dividend15 8 while the 50% stock ownership test is based upon
152 I.R.C. § 551(b) (1982) characterization as a constructive dividend, however, does not change
the shareholder's tax consequences.
153 Although such portion of UFPHCI is a dividend, the I.R.C. §§ 116, 243 (1982) exclusions
and deductions are not available. See M. MOORE & R. BOGLEY, UNITED STATES TAX ASPECTS OF
DOING BUSINESS ABROAD 206 (1978). Also, the foreign tax credit is not available in the context of
a constructive distribution. See Rev. Rul. 74-59, 1974-1 C.B. 183.
154 As a result, UFPHCI cannot be reduced by virtue of a liquidating distribution.
155 I.R.C. § 551(b) (1982).
156 See supra note 18.
157 In such a situation, an adjustment should be made to the purchase price of the stock to reflect
the additional tax.
158 I.R.C. § 551(b) (1982).
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value.1 59 As a result, the distributive share of UFPHCI of a United
States Shareholder could differ from an amount based solely on the percentage of actual stock ownership. Consequently, it could be possible
that the value of a United States Shareholder's stock interest may exceed
say 25%, but less than 25% of UFPHCI is deemed distributed to the
United States Shareholder.
2.

Timing Considerations

The regulations provide that income is included in a shareholder's
income for the year in which or with which the FPHC's taxable year
ends.' 60 As a result, a staggered corporate taxable year end may have the
effect of deferring inclusion of UFPHCI in the taxable year of a shareholder.16 1 In addition, as noted previously, the date on which a United
States Group terminates may also affect the amount of taxable income
included.1 62 However, a determination of the United States Group's
is included in the
existence does not affect the year in which the income
163
Shareholders.
States
United
the
of
income
gross
Furthermore, substantial confusion exists between the regulations
and the courts regarding how much UFPHCI is taxable to a shareholder
who is a non-resident alien individual in a foreign corporation and subsequently moves to the United States during the corporation's taxable year
thereby subjecting such corporation and its shareholders to the FPHC
provisions. The regulations take the position that all of the corporation's
UFPHCI for the entire year is includable in gross income. t64 However,
in Marsman v. Commissioner,165 the Fourth Circuit Court of Appeals, in
addressing the issue under the predecessor to § 55 1(b), reversed the Tax
Court and held that a Philippine citizen that became a United States
resident during 1940, need only include the income earned by her wholly
owned FPHC during the last 101 days in her gross income as UFPHCI
for 1940. Although the Service argued that the regulations require total
inclusion of UFPHCI, the court refused to follow the Service's interpretation. The court held that Congress did not intend to tax income that
was not subject to the United States taxing jurisdiction prior to the tax159 I.R.C. § 552(a)(2) (1982).

160 Treas. Reg. § 1.551-2(d) (1958).
161 For example, if a FPHC has a March 31, 1981 year end and the shareholder is on a calendar
year, the FPHC's UFPHCI for the year April 1, 1980 to March 31, 1981 will not be taxed to the
shareholder until 1981.
162 See supra notes 18, 157 and accompanying text.
163 See supra note 160.
164 See supra note 18.
165 Marsman, 18 T.C. 1 (1952), rev'd, 205 F.2d 335 (4th Cir. 1953).
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payer's move to the United States. If the income had been received directly by the taxpayer and not her holding company, it would not have
166
been subject to United States tax.
In Gutierrezv. Commissioner,67 the Tax Court refused to follow the
Marsman decision even though it had previously adopted the Service's
position prior to reversal by the Fourth Circuit. Rather, the Tax Court
decided to follow the Fourth Circuit's decision and include only a portion of the UFPHCI. However, the Tax Court utilized a different analysis to arrive at the includible amount. The Tax Court held that the
percentage should be applied to taxable income based upon a ratio the
numerator of which is the number of days such entity qualified as a
FPHC, and the denominator of which was 365 days. The Marsman
court, however, had decided that the proper method was to specifically
identify the income earned during the period that the corporation was a
FPHC. The Marsman rationale was based upon the theory that if the
shareholder had earned the income directly instead of through a foreign
corporation the income earned up until taking up residency in the United
168
States would not have been subject to United States tax.
Although the above decisions do not comport with the regulations,
they appear to stand for the proposition that a non-resident who owns a
foreign corporation and moves to the United States during the year need
not include all of the foreign corporation's UFPHCI in the year residency is established in the United States.
B.

Calculating Undistributed Foreign Personal Holding Company
Income (UFPHCI)

The statute provides that the phrase UFPHCI means the taxable
income of the FPHC adjusted in a manner provided in the statute minus
the dividends pay deduction. 169 Furthermore, once UFPHCI has been
calculated, such income must be characterized, and consideration must
be given to the effect of tiered corporate relationships.
L

Taxable Income

As noted previously, the statute indicates that the starting point for
calculation of UFPHCI is the taxable income of the FPHC. 17 0 For this
166
167
168
169

Marsman v. Comm'r, 205 F.2d 335, 340-41 (19-).
Gutierrez, 53 T.C. 394 (1969), affid, per curiam, 72-1 USTC § 9121 (D.C. Cir. 1971).
See supra note 166 and accompanying text.
I.R.C. § 556(a) (1982); I.R.C. § 557 (1982) states that UFPHCI is not subject to annualiza-

tion under I.R.C. § 443(b) (1982).
170 Id.
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purpose, taxable income of the FPHCI is defined in § 63(a) of the Code
computed without regard to subchapter N, Chapter 1 of the Code.17 1
2. Statutory Adjustments
Section 556(b) indicates that taxable income, is required to be adjusted in accordance with the various provisions set forth therein.72 In
calculating UFPHCI there is allowed as a deduction Federal income and
excess profits taxes and income, war profits, and excess profits taxes of
foreign countries and possessions of the United States (to the extent not
allowable as a deduction under § 275(a)(4)), accrued during the taxable
year. 173 However, no deduction is permitted for the accumulated earnings tax, 17 4 the personal holding company tax, 17 5 or the taxes imposed by
corresponding sections of prior income tax law. Taxable income is reduced by such taxes based upon the accrual method of accounting regardless of whether the corporation is actually on the cash basis or the
accrual basis of accounting for tax purposes.17 6 However, a FPHC is not

entitled to utilize the foreign tax credit 17 7 if a deduction for foreign taxes
is claimed under § 164.178
Furthermore, a deduction for charitable contributions provided
under § 170 is allowed subject to certain limitations.179 In addition, the
term "contribution base" as utilized in § 170 is redefined and adjusted for
purposes of the foreign personal holding company provisions.18 0
171 Treas. Reg. § 1.556-1 (1958). A reference must also be made to the calculation of gross income under I.R.C. § 555 (1982).
172 I.R.C. § 556(b) (1982); Treas. Reg. § 1.556-2 (1958), T.D. 6376, 1959-1 C.B. 147, 149, T.D.
6900, 1966-2 C.B. 72, 97, T.D. 7207, 1972-2 C.B. 106, 160.
173 I.R.C. § 556(b)(1) (1982); Treas. Reg. § 1.556-2(a)(1)(i) (1958), T.D. 6376, 1959-1 C.B. 147,
149, T.D. 6900, 1966-2 C.B. 72, 97.
174 I.R.C. § 531 (1982).
175 I.R.C. § 541 (1982).
176 See Treas. Reg. § 1.556-2(a)(1)(i) (1958). However, a contested tax is not considered accrued
until the contest is resolved. Ia
177 I.R.C. § 901 (1982).
178 See I.R.C. § 275(a)(4), 960(b)(3) (1982); Treas. Reg. § 1.960-5 (1971), T.D. 7649, 1979-2 C.B.
274, 279.
179 I.R.C. § 556(b)(2) (1982).
180 The contribution base as adjusted for the FPHC provisions is equal to the sum of: (1) the
FPHC's taxable income less any net operating loss carry back (without regard to the 5% limitation
of I.R.C. § 170(b)(2); (2) any capital loss carry back under § 170(b)(2)(D) and § 1212(a)(1);
(3) property expenses and depreciation (and presumably cost recovery) under § 556(b)(2)(5);
(4) taxes paid for shareholders under § 556(2)(6); (5) contributions to pension trusts under
§ 556(b)(2), (6); and (6) any amounts added to gross income as a deemed distribution from another
FPHC under § 556(b)(2) and § 555(b). Charitable deductions are limited to 50% of the contribution
base for charitable organization listed in § 170(b)(1)(A) and a significantly lesser percentage for gifts
to entities described in § 170(b)(1)(B). However, no carryovers are permitted. Treas. Reg. § 1.5562(b)(ii) (1958).
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Various special deductions permitted corporations provided in part
VIII (except § 248) of subehapter B (§ 241 and following, relating to the
deduction for dividends received by corporations, etc.) are also not allowed in calculating UFPHCI. l8 1
Although the net operating loss deduction provided in § 172 is not
permitted, there is allowed as a deduction the amount of the net operating loss for the preceding taxable year computed without deductions pro18 2
vided in part VIII (except § 248) of subchapter B.
The aggregate of deductions allowed under § 162183 and § 167184
and presumably § 168185 which are allocable to the operation and maintenance of property owned or operated by the company, are allowed only
in an amount equal to the rent or other compensation received for the
use of, or the right to use, the property, unless it is established (under
regulations prescribed by the Secretary) 8 6 to the satisfaction of the Secretary: (i) that the rent or other compensation received was the highest
obtainable, or, if none was received, that none was obtainable; 8 7 (ii) that
the property was held in the course of a business carried on bona fide for
profits; 8 8 and (iii) either that there was a reasonable expectation that the
operation of the property would result in a profit, or that the property
was necessary to the conduct of the business.' 8 9

Finally, deductions provided in § 164(e)' 90 and in § 404191 are not
allowed in computing UFPHCI. 192

3. DistributionAdjustments
Section 556(a) provides that UFPHCI means the taxable income of
a FPHC as adjusted above, 193 and furthermore, as reduced by the dividends paid deduction as permitted by § 561 of the Code. 194 Section 561
permits a deduction for dividends actually paid during the taxable
181 I.RLC.
182 I.RC.
183 I.R.C.
184 I.R.C.
185 I.RLC.
186 Treas.
187 I.R.C.
188 I.R.C.
189 I.R.C.
190 I.R.C.
corporation.
191 I.R.C.

§ 556(b)(3) (1982); Treas. Reg. § 1.556-2(c) (1958).
§ 556(b)(4) (1982); Treas. Reg. § 1.556-2(d) (1958).
§ 162 (1982) concerns deductions relating to trade or business expenses.
§ 167 (1982) concerns deductions relating to depreciation deductions.
§ 168 (1982) concerns deductions relating to cost recovery deductions.
Reg. § 1.556-2(e) (1958).
§ 556(b)(5)(A) (1982).
§ 556(b)(5)(B) (1982).
§ 556(b)(5)(C) (1982).
§ 164(c) (1982) concerns deductions relating to taxes of a shareholder paid by a
§ 404 (1982) concerns deductions relating to pensions and trusts, etc.

192 I.R.C. § 556(b)(6) (1982).

193 1.RLC. § 556(b) (1982).
194 I.R.C. § 556(a) (1982).
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year' 95 and certain consent dividends for the taxable year. 196 The obvious
practical difference between a consent dividend and an actual dividend
distribution, is that the shareholder will be taxed on the actual dividend
distribution rather than on UFPHCI of which such dividend would have
been a part if not distributed. However, substantial tax difference may
result by virtue of the fact that a shareholder receives an actual distribution (or consent distribution) rather than UFPHCI. 97
Actual dividend distributions are defined by reference to § 316 and
include distributions of money or property out of accumulated or current
earnings and profits of the corporate entity. 198 Furthermore, the amount
of any distribution shall not be considered as a dividend for purposes of
computing the dividends paid deduction unless such distribution is pro
rata, with no preference to any share of stock as compared with other
shares of the same class, and with no preference to one class of stock as
compared with another class except to the extent that the former is entitled (without reference to waivers of their rights by shareholders) to such
preference.' 99 As a result, it is not possible to avoid UFPHCI by creating
preferential distributions and retaining profits in the corporation. In addition, the statute specifically indicates that liquidating distributions do
not qualify for the dividends paid deduction so to avoid the FPHC tax by
eliminating such entity's UFPHCI in the last year. 2"
Actual dividend distributions received by a shareholder within the
taxable year or on or before the 15th day of the third month after the
foreign corporation's year end will serve to reduce undistributed foreign
personal holding company income.2 0 1 However, such distribution must
be a bona fide distribution subject to withholding rather than a mere paper transaction.2 °2
Furthermore, § 565 provides that a consent dividend or hypothetical distribution may qualify to reduce undistributed foreign personal
195 I.R.C. § 561(a)(1) (1982). Rev. Rul. 68-127, 1968-1 C.B. 287 (dividend paid is not reduced
proportionately by foreign source income).
196 I.R.C. § 561(a)(2) (1982). See I.R.C. § 565 (1982). Also, I.R.C. § 561(a)(3) (1982) provides
for a dividend carryover in the case of a personal holding company. Although this language applies
to a domestic PHC, there is no prohibition against applying the same provision to a FPHC.
197 For example, in Rev. Rul. 74-59, 1974-1 C.B. 183, the Service ruled in the context of the
FPHC provisions that the foreign tax credit applies only to actual distributions.
198 I.R.C. § 562(b) (1982).
199 I.R.C. § 562(c) (1982).

200 I.R.C. § 562(b) (1982).
201 I.R.C. § 563(c) (1982).
202 The Service could rely on numerous judicial principles to characterize a formative distribution
as a sham.
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holding company income.2" 3 A consent dividend is deemed a hypothetical distribution because although the shareholder is taxed on the distribution, such shareholder is deemed to have agreed to reinvest the funds
in the corporation thereby receiving a corresponding increase in the basis
of his stock.204 In addition, the corporation makes a corresponding decrease in its earnings and profits.20 5 A consent dividend is classified as a
preferential distribution not eligible for the dividends pay deduction unless it is made pro rata or when taken together with actual distributions is
a pro rata distribution with respect to all shareholders.20 6 Such a consent
distribution is eligible for dividends pay deduction only to the extent the
corporation has earnings and profits from which to distribute a
dividend.20 7
4.

Characterizingthe Income

Section 551(a) provides that UFPHCI shall be includible in the income of the shareholder in the manner and to the extent set forth in this
part.20 8 Section 551(b) provides that the amount includible in income is
includible as a dividend.20 9 As explained previously, if such dividend
distribution is not an actual distribution, it is deemed a constructive dividend distribution to the shareholder.21 0 Under § 316, a distribution is a
dividend only if it is made out of accumulated earnings and profits or out
of earnings and profits for the current year.2 11 If earnings and profits are
not present, or if present are insufficient to cover the entire deemed or
actual distribution, dividend characterization is not appropriate. 2 As a
result, it is necessary to determine the earnings and profits of the FPHC.
In Untermeyer v. Commissioner,213 the Board of Tax Appeals held that
for purposes of determining the taxability of a dividend from a foreign
corporation, earnings and profits are to be determined under United
States principles applicable to domestic corporations. As a result, a foreign personal holding company income must refer to § 312 of the Code
in order to make such calculation.2 14 In addition, if a dividend is to be
203
204
205
206
207
208
209
210

211
212
213
214

I.R.C. § 565(a) (1982).
I.R.C. § 565(c)(2) (1982).
Treas. Reg. § 1.565-3(a) (1958), T.D. 6777, 1965-1 C.B. 8, 12 (1964).
I.R.C. § 565(b) (1982); Treas. Reg. § 1.565-2(a)-(b) (1958).
I.R.C. § 565(b)(1) (1982); Treas. Reg. § 1.565-2(c)(1) (1958).
I.R.C. § 551(a) (1982).
I.R.C. § 551(b) (1982).
Id.
I.R.C. § 316(a)(I)-(2) (1982).
See I.R.C. § 301(c)(1)(3) (1982).
24 B.T.A. 906 (1931), aj&d, 59 F.2d 1004 (2d Cir. 1932), cert denied, 287 U.S. 647 (1932).
I.R.C. § 312 (1982).
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characterized by reference to a FPHC's earnings and profits, it is fair to
conclude that the corporate level tax consequences to a FPHC will be
identical to those of a domestic corporation. 15
5.

Tiered Relationships

Consideration must also be given to tiered relationships if a FPHC
in turn owns stock in another foreign corporation. Under the FPHC
rules, the income of a second-tier foreign corporation is not deemed directly includable in the income of the United States Group. 16 Rather,
the attribution rules are applied to determine whether such second-tier
entity is a FPHC insofar as the stock ownership test and gross income
test is concerned.2 1 7 If, in fact, the second-tier entity is a FPHC, it is
deemed to have distributed its income via a dividend to its corporate
shareholder, the first-tier corporation.2 1 8 If the first-tier corporation is
then deemed to be a FPHC (after taking into account the presumptive
dividend distribution from the second-tier foreign corporation) then the
UFPHCI of the first-tier corporation also includes the UFPHCI of the
second-tier which is in turn includible in the income of the United States
Group. However, if the first-tier corporation is not a FPHC (after including the presumptive dividend distribution from the second-tier corporation) the income of the first-tier corporation does not include the
second-tier corporation's income and such first-tier entity's income is not
includible in the gross income of its shareholders unless actually distributed out of earnings and profits. The same principles are applied all the
way down the line with respect to multi-tiered relationships.
IV.

LIQUIDATION ALTERNATIVES

To this point, the discussion has centered upon the general operation of the FPHC tax provisions, and how such provisions directly affect
the shareholders of a FPHC. However, of primary importance, in the
FPHC context, is the available alternative methods that shareholders of
such an entity may utilize to repatriate foreign earnings to the United
States with a minimum of tax impact. Although the shareholders of a
FPHC may attempt to minimize the tax impact of repatriating foreign
earnings to the United States taxing jurisdiction, the Service normally
takes a contrary position and seeks to tax such foreign earnings as ordinary income rather than as more favorably taxed long-term capital gain.
215 I.R.C. § 312(a)(1) (1982).

216 See supra note 18.
217 Treas. Reg. § 1.551-2(a) (1958).
218 See supra note 18.
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Furthermore, an intricate statutory structure has been enacted by Congress to prevent, to the greatest extent possible, the conversion of ordinary income into capital gain. As a result, it is necessary to assess the
available liquidation alternatives and determine which liquidation technique will minimize the overall tax impact to the shareholders and the
FPHC upon repatriation of foreign earnings to the United States taxing
jurisdiction.
Basically, the taxing statute provides six (6) alternative methods of
liquidating a corporate entity and distributing the assets of such entity to
its shareholders. The six (6) alternative liquidation techniques are: (1) A
straight liquidation; 19 (2) A one-month liquidation;22 0 (3) A tax deferred
subsidiary liquidation; 22 1 (4) A § 338 subsidiary liquidation;2 2 (5) A 12month liquidation;2 2 3 or (6) A partial liquidation.2 2 4 The following will
explore the availability of each liquidation technique, and attempt to assess the circumstances under which each particular alternative may offer
a beneficial or least restrictive method of repatriating foreign earnings to
the United States taxing jurisdiction.
A.

Straight Liquidation

In concept, a straight liquidation is simple and merely involves the
distribution of corporate assets to shareholders in complete liquidation
and cancellation of their shares of stock. However, ultimate assessment
of the tax consequences of a straight liquidation requires an analysis of
such tax consequences at both the corporate and shareholder levels.
L

CorporateLevel Tax Consequences

In a straight liquidation, the income tax consequences, at the corporate level, for United States federal income tax purposes are governed by
§ 336 of the Code.22 5 As a general rule, since a foreign corporate entity
is involved, and such foreign corporation is not normally subject to the
219 I.R.C. §§ 336 (liquidating corporation), 331 (shareholder), and 334(a) (basis in assets distributed) (1982).
220 I.R.C. §§ 336 (liquidating corporation), 333 (shareholder), and 334(c) (basis in assets distributed) (1982).
221 I.R.C. §§ 336 (liquidating corporation), 332 (corporate shareholder), and 334(b)(1) (basis in
assets distributed) (1982).
222 I.RC. §§ 336 (liquidating corporation), 332 (corporate shareholder), and 338 (general tax
consequences and basis in assets distributed) (1982).
223 I.R.C. §§ 336 (liquidating corporation), 337 (liquidating corporation), 331 (shareholder) and
334(a) (basis of assets distributed) (1982).
224 I.R.C. §§ 311 (liquidating corporation), 302 (shareholder) and 334(a) (basis of assets distributed) (1982).
225 I.R.C. § 336 (1982).
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taxing jurisdiction of the United States,22 6 the federal tax consequences
to such liquidating entity under § 336 are of little import insofar as
United States corporate tax consequences are concerned. However, if a
foreign corporate entity is subject to the United States taxing jurisdiction,2 27 such entity must look to § 336 in order to determine its tax consequences.22 8 Furthermore, if the corporate entity involved is not subject
to the United States taxing jurisdiction, the corporate tax consequences
may indirectly affect income recognition at the shareholder level.2 29
Section 336(a) of the Code sets forth the general rule that except as
provided elsewhere in the statute2 30 and in § 453B,2 31 no gain or loss will
be recognized to a corporation on the distribution of property in complete liquidation.2 3 2 The regulations promulgated under § 336 clarify the
point even further by indicating that no gain or loss is recognized regardless of the fact that such property may have appreciated or depreciated in
value since its acquisition by the corporation.2 33 The notion expressed in
§ 336, that a corporation does not recognize gain or loss when it distributes appreciated or depreciated property with respect to its stock, is commonly known as the General Utilities Doctrine named after the
landmark Supreme Court case of General Utilities and Operating Company v. Helvering.23 4 However, this general doctrine has been substantially eroded by numerous statutory 23 5 and judicial 236 recapture doctrines
designed to prevent realization by a corporation and its shareholders of a
double tax benefit.
2.

ShareholderLevel Tax Consequences

In a straight liquidation, the tax consequences of the distributee
shareholder are governed by § 331 of the Code.2 37 As a general rule,
I.R.C. § 11(d), 882 (1982).
I.R.C. § 882 (1982).
I.R.C. § 336 (1982).
I.R.C. §§ 1246-1248 (1982).
I.R.C. § 336(b) (1982).
I.R.C. § 453B (1982) (regarding the disposition of installment obligations).
I.R.C. § 336(a) (1982).
Treas. Reg. § 1.336-1 (1955).
General Utils. & Operating Co. v. Comm'r, 296 U.S. 200 (1935).
I.R.C. § 47 (investment tax credit), I.R.C. § 111 (tax benefit rule), § 1245 (depreciation on
personal property). § 1250 (depreciation on real property), § 617(d) (mining exploration expenses)
(1982). See also §§ 1252, 1253, 1254 and 1255 (1982).
236 For discussion of Assignment of Income Doctrine, see J. Ungar, Inc. v. Comm'r, 244 F.2d 90
(2d Cir. 1957). For discussion of Tax Benefit Rule, see Hillsboro Nat'l Bank and Bliss Diary, Inc.,
83-1 U.S.T.C. 9229 (1983). For discussion of Court Holding doctrine, see United States v. Cumberland Pub. Serv. Co., 338 U.S. 451 (1950); Comm'r v. Court Holding Co., 324 U.S. 331 (1945).
237 I.R.C. § 331 (1982).
226
227
228
229
230
231
232
233
234
235
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§ 331 of the Code provides that the distributee shareholder will be required to recognize gain or loss determined by reference to the difference
between the fair market value of assets distributed in the liquidation (net
of corporate liabilities assumed) 238 as compared to the basis of such
shareholders in their respective stock interests.2 39 In the event a foreign
entity owns substantially appreciated assets, § 331 requires that the
shareholders recognize all inherent gain in the distributed corporate assets reduced only by such shareholder's adjusted basis in their stock and
any debts or corporate obligations assumed by the shareholders in liquidation. 240 As a result, a significant tax liability could result (even at capital gain rates) upon the distribution of substantially appreciated assets in
a straight liquidation of a FPHC.
The primary consideration at the shareholder level in the context of
a straight liquidation is the proper characterization of any gain resulting
on the liquidation. Ideally, the distributee shareholders would like to
characterize such gain as long-term capital gain which is taxed more favorably. 24 1 As a general rule, if the distributee shareholder has held his
stock as a capital asset24 2 in excess of one year, 24 3 and the collapsible
corporation provisions 2' are not applicable, capital gain will result upon
liquidation. However, in the context of a FPHC, gain characterization
must also run the gauntlet of § 1248 of the Code in order to achieve
capital gain characterization.24 5 If the FPHC may also be characterized
as a foreign investment company, reference must also be made to § 1246
of the Code to determine the proper characterization of any gain recognized on liquidation.24 6 Potential recharacterization of gain at the shareholder level in the context of a straight liquidation (and other applicable
liquidation alternatives) will be discussed in greater detail herein.
B.

One-Month Liquidation

In a qualifying one-month liquidation, the shareholders of a qualified corporation may achieve substantial tax benefits by electing the provisions of § 333 of the Code, which governs the tax consequences to the
238
239
240
241

Ford v. United States, 311 F.2d 951 (Ct. C1. 1963); Rev. Rul. 72-137, 1972-1 C.B. 101.
I.R.C. § 331(a) (1982); Treas. Reg. § 1.331-1(b) (1955), T.D. 6949, 1968-1 C.B. 107, 112.
See supra notes 237, 239.
I.R.C. § 1202 (1982).

242 I.R.C. § 1221 (1982).
243 I.R.C. §§ 1222(3), 1223 (1982).

244 I.R.C. § 341 (1982). See infra text accompanying notes 396-399.
245 I.R.C. § 1248 (1982). See infra text accompanying notes 313-370.
246 I.R.C. § 1246 (1982). See infra text accompanying notes 371-395.
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distributee shareholders.2 47 Any tax consequences at the corporate level
in a one-month liquidation are still governed by § 336.248 As a general
rule, the shareholders of a qualifying corporation that elect a one-month
liquidation will not be required to recognize gain upon the liquidation if
such corporate entity does not have cash (or cash equivalents), post-1953
24 9
stock or securities, or current or accumulated earnings and profits.
However, one of the primary requirements for a qualified one-month
liquidation is that a "domestic"2' 0 corporation be involved. As a result,
since the FPHC provisions apply only to foreign corporate entities, 25 1 a
FPHC will never constitute a qualified corporation within the meaning of
§ 333 of the Code, and therefore, the shareholders of a FPHC will not be
entitled to elect the benefits otherwise available to shareholders of a qualified domestic corporation under § 333 of the Code.
C.

Tax Deferred Subsidiary Liquidation

Despite the significant changes made to the taxation of certain subsidiary liquidations by the Tax Equity and Fiscal Responsibility Act of
1982,252 a tax deferred subsidiary liquidation remains intact.253 As a
general rule, if a domestic corporation receives a distribution (with respect to stock) in complete liquidation from another domestic corporation in which it owns at least 80% of the stock thereof, no gain or loss is
recognized at either the distributing corporation level or the distributee
shareholder corporate level.25 4 Basically, § 332 (which sets forth the tax
consequences to the distributee corporate shareholder) represents a congressional exception to the straight liquidation provision applicable to
shareholders based on the theory that such liquidation really represents a
mere change in the form of conducting business. 2 5 Although § 336 still
governs the tax consequences to the liquidating corporate subsidiary, no
gain or loss will be recognized to the liquidating subsidiary in a qualified
tax deferred subsidiary liquidation.25 6
Although the above theory and treatment operates unhampered in
the domestic arena, the regulations promulgated under § 332 indicate
247
248
249
250
251
252
253
254
255
256

I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
Treas.
I.R.C.

§ 333 (1982).
§ 336 (1982).
§§ 333(e)-(f) (1982).
§ 333(a) (1982).
§ 552(a) (1982).
§§ 332, 334(b)(2), 338 (1982).
§§ 332, 334(b)(1) (1982).
§§ 332 (shareholder), 336(b)(2) (1982).
Reg. § 1.332-1 (1955).
§ 336(b)(2) (1982).
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that § 367 places a limitation on the application of § 332 in the case of a
foreign corporation.2 7 As a result, because a foreign corporation is not
usually subject to the United States taxing jurisdiction with respect to
earnings abroad, Congress has imposed a limitation that will not a permit
a foreign subsidiary to be liquidated at a gain without requiring some tax
recognition. As a result, the temporary regulations promulgated under
§ 367 require that a U.S. parent corporation seeking to liquidate a foreign subsidiary under § 332 must include in its gross income the foreign
subsidiary's accumulated earnings and profits attributable to the parent
stock in such subsidiary.2" 8
If the foreign subsidiary has been very profitable, the inbound toll
charge equal to accumulated earnings and profits may constitute a significant tax burden on the domestic parent. As a result, the parent should
consider whether it would be cost effective to elect not to pay the inbound toll charge and convert the liquidation to a straight liquidation
governed by § 331.259 Under the straight liquidation alternative, gain,
and potential dividend exposure is limited to the amount of gain realized
on the liquidation.2 "
However, before determining whether a tax deferred subsidiary liquidation is possible, it is necessary to determine whether a foreign subsidiary, 80% or more of the stock of which is owned by a United States
corporate shareholder, may in fact be characterized as a FPHC under
§ 552(a) of the Code.2 6 ' As noted previously, in order to be characterized as a FPHC, both a gross income requirement and a stock ownership
requirement must be met.26 2 Although little problem is presented with
respect to a foreign subsidiary meeting the gross income requirement, it
does not appear that the stock ownership requirement can be met. Section 552(a)(2) provides that in addition to the gross income requirement
more than 50% in the value of the FPHC's outstanding stock must be
owned, directly or indirectly, by or for not more than five individuals
who are citizens or residents of the United States.26 If 80% or more of
the stock of a foreign corporation is owned by a United States corporate
shareholder (in order to meet the primary stock ownership requirement
257 Id. supra note 255.
258 Treas. Reg. § 7.367(b)-2 (1977).
259 I.R.C. § 331 (1982).
260 Treas.
(1982).
261 I.R.C.
262 I.R.C.
263 I.R.C.

Reg. § 1.331-1(b) (1955), T.D. 6949, 1968-1 C.B. 107, 112; I.RC. §§ 1248, 1246
§ 332 (1982).
§ 552(a)(1)-(2) (1982).
§ 552(a)(2) (1982).
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of a tax deferred subsidiary liquidation)2 64 it would seem virtually impossible to attribute more than 50% in the value of the outstanding stock to
remaining individual shareholders who are citizens or residents of the
United States when, in fact, they would only own, at the most, 20% of
the foreign subsidiary stock. 265 Therefore, it appears that FPHC status
and parent subsidiary status for purposes of a tax deferred subsidiary
liquidation, are mutually exclusive and in the context of a FPHC, it will
not be possible to repatriate earnings to the United States taxing jurisdiction through utilization of a tax deferred subsidiary liquidation.
D. Section 338 Subsidiary Liquidation
Section 338 of the Code was enacted by the Tax Equity and Fiscal
Responsibility Act of 1982 to replace subsidiary liquidations governed by
old § 334(b)(2) of the Code.2 66 Section 338 was enacted to prevent certain perceived abuses utilized by taxpayers under old § 334(b)(2) and to
clarify that the statutory provisions of § 338 are intended to govern a
qualifying transaction defined only in § 338 thereby displacing the judicial Kimbell-Diamond Doctrine.26 7
As is the case with a tax deferred subsidiary liquidation, one of the
primary requirements of a § 338 subsidiary liquidation is that the acquiring corporate entity "purchase" 2 68 80% or more of the stock target subsidiary.2 69 As a result, before a § 338 subsidiary liquidation may operate
in the context of a FPHC, one of the shareholders must be a corporate
entity which owns 80% or more of the stock in the FPHC. Based upon
the stock ownership requirement imposed by § 552(a)(2), 50% in the
value of the outstanding stock of the corporation must be owned directly
or indirectly by or for not more than five individuals who are citizens or
residents of the United States. As a result, a § 338 subsidiary liquidation
27
and the FPHC provisions are mutually exclusive. 1
E.

Twelve-Month Liquidation

Oftentimes, one of the primary purposes for undertaking a liquidation is to acquire assets of the corporation and subsequently dispose of
such assets. Prior to enactment of the twelve-month liquidation provi264 I.R.C. § 332(b)(1) (1982).
265 Id.

266 I.R.C. § 334(b)(2) (1954) and new I.R.C. § 338 (1982).
267 Kimbell-Diamond Milling Co. v. Comm'r, 14 T.C. 74, affd per curiam, 187 F.2d 718 (5th

Cir. 1951), cert denied, 342 U.S. 827 (1951).
268 I.R.C. § 338(h)(3)(A) (1982).

269 I.R.C. § 338(d)(3), (h)(7) (1982).

270 I.R.C. § 552(a)(2) (1982).
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sion under § 337 of the Code,27 1 it was possible for the Service to attribute a sale by shareholders of assets received in a corporate liquidation,
to the liquidating corporation.2 72 The effect of such sale attribution was
to subject the liquidating corporation to a tax on the gain resulting from
the sale and furthermore impose a second tax on the shareholders when
they receive a distribution of the remaining sale proceeds in liquidation. 273 Such recharacterization often turned upon factual determinations regarding which party actually negotiated the sale of the asset.2 74
In order to alleviate this factual nightmare, § 337 of the Code was
enacted to permit either the corporation or its corporate shareholders, or
both, to negotiate the sale of corporate assets during a qualified twelvemonth liquidation. 275 Although § 337 insulates a shareholder from a
double tax in this regard, liquidations occurring outside the context of
§ 337 still run the risk that a sale of the assets by the distributee shareholders shortly after the liquidation may, in fact, be attributed back to
the corporation.2 7 6
Section 337(a) provides that if within the twelve-month period beginning on the date on which a corporation adopts a plan of complete
liquidation, all of the assets of the corporation (less assets retained to
meet claims) are distributed in complete liquidation, then no gain or loss
will be recognized to such corporation from the sale or exchange by it of
property within such twelve-month period.2 77 Therefore, § 377 may be
characterized as a provision which governs the tax consequences of the
liquidating corporation with respect to sales occurring between the liquidating corporation and third parties. However, the tax consequences to
the liquidating corporations on the distribution of remaining assets and
proceeds in liquidation (including proceeds of any sale generated under
§ 337) are governed by § 336 of the Code.2 78 In addition, the shareholders, in a twelve-month liquidation, must look to § 331 of the Code, the
same provision that governs a shareholder's tax consequences in the context of a straight liquidation. 279
Section 337 indicates that its provisions may apply to any corpora271 I.R.C. § 337 (1982).
272 CumberlandPublic Service Co., 338 U.S. 451 (1950); CourtHolding Co., 321 U.S. 331 (1945).
273 Id.
274 Id.

275 I.R.C. § 337 (1982).
276 I.R.C. § 331 (straight liquidation), 302(e) (partial liquidation) (1982). See B. BrrlxER AND J.
EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS

(3d Ed. 1971).
277 I.R.C. § 337(a) (1982).
278 I.R.C. § 336 (1982).
279 I.R.C. § 331 (1982).
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tion.2 80 Therefore, since there is no restriction imposed on the word
"corporation," it is reasonable to conclude that the benefits of § 337 are
available to a domestic and foreign corporation alike unless some other
Code provision limits its applicability.28 1 For example, the twelve-month
liquidation provisions of § 337 will not apply to a foreign corporation to
the extent that such foreign corporation is subject to the collapsible corporation rules of § 341.282 In addition, § 337 will not apply to the sale or
exchange of a United States real property interest by a foreign corporation under

§ 897 of the Code.2 83

As mentioned previously, the tax consequences to a distributee
shareholder in a twelve-month § 337 liquidation are governed by § 331 of
the Code.28 4 In most instances, such shareholder will recognize capital
gain unless such gain is recharacterized by virtue of the collapsible corporation provisions,"' § 1246 or § 1248 of the Code.2 86 In the event that
§ 1246 or § 1248 of the Code require a recharacterization of gain at the
shareholder level, the impact of § 337 and the extent to which gain recognition is required at the corporate level may have a direct effect upon
the character and extent of ordinary income at the shareholder level.2 87
However, in certain instances, the protection against gain recognition
provided by § 337, will minimize the amount of corporate earnings and
profits necessary to generate ordinary income under §§ 1246 and 1248.288
The impact of § 1246 and § 1248 on the characterization of a shareholder's gain are discussed in greater detail herein. In any event, the
twelve-month liquidation provisions of § 337 present a potentially
favorable method for a FPHC to liquidate and repatriate earnings to its
U.S. shareholders.
F. Partial Liquidation
Prior to the Tax Equity and Fiscal Responsibility Act of 1982, a
partial liquidation was defined under § 346 of the Code.2 8 9 However, the
Tax Equity and Fiscal Responsibility Act of 1982 substantially revised
280 I.R.C. § 337(a) (1982).
281 See I.R.C. § 897(d)(2) (1982).
282 I.R.C. § 341 (1982). See also I.R.C. § 337(c)(1)(A) (1982). Leisure Time Enterprises,Inc, 56
T.C. 1180 (1971).
283 See supra note 281.
284 I.R.C. § 331 (1982).
285 I.RC. § 341 (1982).
286 I.R.C. §§ 1246, 1248 (1982).
287 I.R.C. § 1248(d)(2) (1982).
288 Treas. Reg. § 1.1248-2(d)(2)(ii) (1964), T.D. 7293, 1973-2 C.B. 228, 247; Treas. Reg.
§ 1.1248-3(b)(2)(ii) (1964), T.D. 7293, 1973-2, C.B. 228, 248 and T.D. 7545, 245, 248.
289 I.R.C. § 346 (1982).
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the treatment accorded partial liquidations. Under old § 346, a partial
liquidation was defined as a transaction falling into one of the following
three categories: (1) A distribution which was one of a series of distributions leading to a complete liquidation of a corporation;2 9 (2) A distribution in redemption of part of the stock of the corporation where such
distribution was not essentially equivalent to a dividend;2 9 or (3) A distribution that terminated one of two or more active trades or businesses
engaged in by the distributing corporation.2 92 Prior to the Tax Equity
and Fiscal Responsibility Act of 1982, § 346 was merely definitional and
the operative Code sections were § 336 (with respect to the corporation)2 93 and § 331 (with respect to the shareholders).29 4
The Tax Equity and Fiscal Responsibility Act of 1982 substantially
revised the treatment accorded partial liquidations. The definitional provisions normally set forth in old § 346 were moved to § 302(e); under the
redemption provisions.2 95 A series of liquidating distributions, which
qualified as a partial liquidation under old § 346, was redefined to constitute a complete liquidation of a corporation.2 96 The final major change
to the partial liquidation provisions prohibited a corporate shareholder
from benefiting from § 302 treatment due to abuses that occurred under
prior law.2 97 Furthermore, since the partial liquidation provisions are
now contained in § 302 of the Code, § 336 no longer protects gain recognition at the corporate level, and a corporation undertaking a partial liquidation must run the gauntlet of § 311 of the Code in order to determine
if gain recognition will occur at the corporate level.29 8
As a result, in order for a shareholder to benefit from long-term
capital gain, in the context of a partial liquidation, sale or exchange treatment must be supplied by § 302 of the Code. 299 Furthermore, any capital gain resulting to a shareholder in a qualified partial liquidation, may
be recharacterized by §§ 3 4 1,300 1246301 or 1248.302 In the event of
recharacterization under §§ 1246 and 1248, the impact that § 311 now
290 I.R.C. § 346(a) (1982).
291 Id
292 Id

293 I.R.C. § 336 (1982).
294 I.R.C. § 331(a)(2) (1954).

295 I.R.C. § 302(e) (1982).
296 I.R.C. § 346(a) (1982).
297 I.R.C. §§ 302(b)(4), 302(e)(5) (1982).

298 I.R.C. § 311 (1982).
299 I.R.C. § 302 (1982).

300 I.LC. § 341 (1982).
301 I.S.C. § 1246 (1982).
302 I.R.C. § 1248. (1982).
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has at the corporate level (i.e., potential gain recognition and an increase
to earnings and profits) in the context of a qualified partial liquidation
may ultimately determine the character and extent of gain recognition at
the shareholder level.3" 3 The particulars associated with §§ 341, 1246
and 1248 are discussed in greater detail herein. In any event, it is clear
that the partial liquidation provisions of the Code apply to a foreign corporation as well as to domestic corporations, and therefore represent an
alternative technique of repatriating earnings to the United States shareholders of a FPHC.3 04
V.

SPECIAL CONSIDERATIONS

The previous analysis has set forth the general rules associated with
alternative liquidation techniques involving FPHCs and the general requirements that must be met in order for them to apply. However, due
to the fact that a foreign corporation may not necessarily be subject to
United States taxation on its corporate earnings, Congress has enacted an
intricate statutory scheme, independent of the liquidation rules, to assure
that ordinary income, not previously subject to United States tax, may
not be repatriated to the United States as capital gain when such earnings
would have been taxed as ordinary income had they been earned by a
domestic corporation. Therefore, ultimate selection of a liquidation technique will depend on the following statutory considerations that may affect the character and extent of gain recognition in a corporate
06
0
liquidation: (1) The impact of a § 1248;3 5 (2) The impact of § 1246;3
(3) Application of the collapsible corporation provisions to foreign corporations;30 7 (4) Section 367 ruling considerations; 30 8 (5) The dividends
310
paid deduction; 30 9 (6) Controlled foreign corporation overlap;
(7) Treaty considerations;3 1 ' and (8) The Foreign Investment in United
States Real Property Act.3 12
A.

Section 1248 Considerations

Section 1248 of the Code was enacted to tax as ordinary income,
303
304
305
306
307
308
309
310
311
312

I.R.C. §§ 311(d), 1248 (1982).
I.R.C. §§ 302, 311 (1982) do not limit their application to domestic corporations.
I.R.C. § 1248 (1982).
I.R.C. § 1246-1247 (1982).
I.R.C. § 341 (1982).
I.R.C. § 367 (1982).
I.R.C. §§ 561, 562 (1982).
I.R.C. §§ 951-964 (1982).
See infra text Section VG.
I.R.C. § 897 (1982).
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earnings of a foreign corporation that previously escaped United States
taxation. However, § 1248 operates on the United States shareholder
owning stock in certain corporations by taxing as ordinary income (to
the extent of the corporation's earnings and profits), gain recognized on
disposition of stock or in other specified distribution transactions.3 13
L

PartiesAffected

The statute provides that a United States person may have dividend
income on the sale or exchange of stock or in transactions governed by
§ 302 or § 331314 of the Code with respect to a foreign corporation after
December 31, 1962 if at any time during the five-year period ending on
the date of the sale or exchange the following two events exist:
1. Such person owns within the meaning of § 958(a), or is considered as owning by applying the rules of ownership of § 958(b), 10% or
more of the total combined voting power of all classes of stock entitled to
vote of such foreign corporation at any time during the five-year period
ending on the date of the sale or exchange;3 15 and
2. The corporation was a controlled foreign corporation within the
meaning of § 957 of the Code.31 6
The above two requirements are phrased in the conjunctive and
therefore must exist simultaneously. It does not matter which event occurs first. The term "person" is defined under § 7701(1) as including an
individual, a trust, estate, partnership, association, company or
corporation.3 17
2.

Transactions within the Scope of Section 1248

Section 1248(a)(1) identifies three basic transactions within the
scope of § 1248: (1) A sale of exchange of stock in a foreign corporation; 3 18 (2) A distribution from a foreign corporation governed by § 302
of the Code;319 or (3) A distribution from a foreign corporation governed
by § 331 of the Code.3 20 It is also important to note that § 1248 does not
create gain but merely recharacterizes it. Therefore, § 1248 specifically
requires that gain recognized on a sale or exchange may be included in
gross income as a dividend to the extent of the earnings and profits of the
313 I.R.C. § 1248 (1982).

314
315
316
317
318

I.R.C.
I.R.C.
Id.
I.R.C.
I.R.C.

319
320

Id.
Id.

§ 1248(a)(1) (1982).
§ 1248(a)(2) (1982).
§ 7701(1) (1982).
§ 1248(a)(1) (1982).
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foreign corporation.3 21 As a result, the particular transaction involved
must be taxable and generate gain recognition.3 22 Therefore, if a § 367
ruling is obtained, and gain recognition is avoided, § 1248 would not apply to any gain realized on such a transaction. 2 3 This same principle
also applies to transactions governed by § 337 of the Code.324 Furthermore, § 1248 does not apply to: (1) A distribution and redemption of
stock to pay death taxes under § 303 of the Code;3 25 and (2) The taxation
of boot in a reorganization governed by § 356 of the Code. 2 6
From a practical standpoint, it does not appear that § 1248 would
apply to a transaction otherwise treated as a dividend3 27 under another
section of the Code, as ordinary income3 28 or to a transaction involving
the sale of an asset held for no more than one year. 329 Based upon the
above rule, it is clear that § 1248 could apply to recharacterize gain in a
straight liquidation, a twelve-month liquidation under § 337 of the Code
and a partial liquidation.
3.

Extent of Gain Recharacterization

Under § 1248, a United States shareholder will be deemed to have
recognized dividend income to the extent of such shareholder's pro rata
share of the lesser of. (1) Gain recognized on the sale or exchange or
deemed sale or exchange; or (2) Earnings and profits of the corporation
accumulated in tax years after December 31, 1962 during the time that
such United States person held stock while the foreign corporation involved was a controlled foreign corporation. 33 ' Gain in excess of the
lesser of the previous amounts would generally be treated as capital
gain.3 3 1 Furthermore, any gain attributable to pre-1963 years or to unrealized depreciation would be taxed as capital gain assuming such stock
was held in excess of one year as a capital asset332 and the collapsible
corporation provisions do not apply.33 3
321 I.R.C. § 1248 (1982) (flush language). However, only post December 31, 1962 earnings and
profits are taken into account.
322 Id.

323 I.R.C. § 367(a)(1) (1982).
324 I.R.C. § 1248(d)(2) (1982).
325 I.R.C. § 1248(g)(1) (1982).
326 I.R.C. § 1248(g)(2) (1982).

327
328
329
330
331
332
333

I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.

§ 1248(g)(3)(A) (1982).
§ 1248(g)(3)(B) (1982).
§ 1248(g)(3)(C) (1982).
§ 1248 (1982) (flush paragraph).
§ 1221 (1982); § I.R.C. § 341 (1982) (this section is probably not applicable).
§§ 1221, 1222(3) (1982).
§ 341 (1982).
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As a result, the most important consideration under § 1248 is determining the earnings and profits of the foreign corporation since such
earnings and profits will ultimately determine the extent of dividend income. The taxpayer, in this regard, has the burden of proving the correct
amount of earnings and profits.3 34 A failure to demonstrate the correct
earnings and profits will result in the entire gain being treated as a dividend.33 Although this determination may be somewhat relaxed with
respect to corporate shareholders, in the context of a FPHC this will be
of little help.33 6
4. Determining Earnings and Profits
The regulations promulgated under § 1248 provide two alternative
methods of computing undistributed earnings and profits with respect to
blocks of stock: (1) The simple case method;337 and (2) The complex
case method.3 38 Under the simple case method, all computations are

based on a single block of stock. For this purpose, the phrase "block of
stock" means a group of shares sold or exchanged in one transaction, but
only if. (i) the amount realized, basis and holding period are identical for
each such share; and (ii) the excess of any § 951 amount included in
gross income is identical for each share.33 9 One of the specific requirements that must be met for the simple case method to apply to such
corporate entity is that on no such day may the corporation be characterized as a FPHC under § 552." 4 As a result, if a FPHC is involved, the
simple case method for calculating undistributed earnings and profits is
not available. In such event, reference must be made to the complex
method of computing undistributed earnings and profits.
Under the complex method a "block of stock" means a group of
shares sold or exchanged in one transaction only if the amount realized,
basis and holding period are identical for each share, and a certain adjustment would be identical for each share if computed separately.34 1

Furthermore, the regulations under the complex method indicate that
with respect to a share or block of stock in a foreign corporation, a person's tentative ratable share for the taxable year of the corporation must
334 I.R.C. § 1248(h) (1982).
335 Id.

336 Treas.
taxes).
337 Treas.
338 Treas.
339 Treas.
340 Treas.
341 Treas.

Reg. § 1.1248-1(d) (1964) (regarding the deemed foreign tax credit for CFC foreign
Reg.
Reg.
Reg.
Reg.
Reg.

§
§
§
§
§

1.1248-2 (1964), T.D. 7293, 1973-2 C.B. 228, 247.
1.1248-3 (1964), T.D. 7293, 1973-2 C.B. 228, 248 and T.D. 7545, 245, 248.
1.1248-2(b) (1964).
1.1248-2(c)(1)(ii) (1964).
1.1248-3(a)(5) (1964).
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be reduced by the amount included under § 551 in the gross income of
such person during the period such share, or block, was considered to be
held by such person by reason of § 1223.342 As a result, double taxation
is avoided under § 1248.
Regardless of the method utilized, earnings and profits must be
computed in accordance with the regulations promulgated under § 964
of the Code.34 3 Although the Code indicates that such rules are substantially similar to those applicable to domestic corporations, the regulations are more complicated in nature and description. 3 "
In order to avoid double taxation, the Code specifically provides
that the following items shall be excluded from a determination of earn3
ings and profits: (i) amounts included in gross income under § 95 1; 1
(ii) gain realized from the sale or exchange of property pursuant to a plan
of complete liquidation adopted under § 337 of the Code;346 (iii) earnings
and profits of a foreign corporation which were accumulated during any
taxable year beginning before January 1, 1976 while such corporation
was a less developed country corporation under § 902(d) as in effect
before enactment of the Tax Reduction Act of 1975; 3 41 (iv) any item included in the gross income of the foreign corporation for any taxable year
beginning before January 1, 1967 as income derived from sources within
the United States of a foreign corporation engaged in a trade or business
within the United States, or for any taxable year beginning after December 31, 1966 as income effectively connected with the conduct by such
corporation of a trade or business within the United States as long as
such item of income was not exempt from taxation under any treaty obligation of the United States; 348 and (v) amounts included in gross income
under § 1247 of the Code.349 In addition, the regulations indicate that
any amount included in gross income under § 551 dealing with FPHCs,
is also excluded from earnings and profits determination.35 °
Based upon the above rules, it is clear that a twelve-month liquidation under § 337 provides favorable tax benefits to the distributee shareholders and also does not increase earnings and profits under § 1248.
342 Treas. Reg. § 1.1248-3(e)(3) (1964).
343 Treas. Reg. § 1.1248-2(d)(1) (1964).
344 I.R.C. § 1248(c)(1) (1982).
345 I.R.C. § 1248(d)(1) (1982).
346 I.R.C. § 1248(d)(2) (1982). Regarding inclusion of recapture in earnings and profits under
I.R.C. § 1248 (1982), See Brigham v. United States, 539 F.2d 1312 (3rd Cir. 1976); Pielmeier v.
United States, 543 F.2d 81 (9th Cir. 1976).
347 I.R.C. § 1248(d)(3) (1982).
348 I.R.C. § 1248(d)(4)(A)-(B) (1982).

349 I.R.C. § 1248(d)(5) (1982).
350 See supra note 340.
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However, this benefit will only occur if the twelve-month liquidation
plan would be available to the corporate entity had it been a domestic
corporation.3 5 As a result, if the gain realized were subject to the collapsible corporation provisions of § 341, § 337 would not apply and earnings and profits under § 1248 would be increased accordingly. 2
5. Limitation on Individual's Tax
During hearings conducted by the House-Senate Conference Committee at the time of enactment of the Revenue Act of 1962, the
lawmakers considered a situation where, due to progressive ordinary income rates, it was possible that an individual could pay more income tax
than a domestic corporation.3 5 3 To alleviate this injustice, Congress
placed a limitation on the tax applicable to individuals under § 1248. 354
Due to the fact, however, that the Economic Recovery Tax Act of 1981
reduced the overall individual tax rate to 50%, the underlying premise of
In any event, such limithis limitation is now somewhat questionable.
tation still exists under § 1248.
Basically the limitation provides that an individual's tax on the sale
or exchange of stock in a controlled foreign corporation under § 1248
will be no greater than if the foreign corporation had been a domestic
corporation, paid only the United States corporate taxes and subsequently made a liquidating distribution that was taxed at capital gains
rates. This same limitation was extended to partners under § 1248 by the
Revenue Act of 1978.356 In this situation a six-step approach may be
utilized to compute the individual taxpayer's limitation. The six steps
are as follows: (1) The foreign corporation involved must compute its
applicable tax as if it were a domestic corporation; 357 (2) The tax determined in Step 1 is reduced by any income tax paid by the foreign corporation; 35 8 (3) The amount of dividend income includable in gross income
under § 1248 is computed; 35 9 (4) The difference between the amount of
United States tax the foreign corporation would have paid over the
United States taxes actually paid is then subtracted from the amount of
351 I.R.C. § 1248(d)(2).
352 See I.R.C. § 341 (1982); see also I.R.C. § 337(c)(1)(A) (1982); Leisure Time Enterprises, Inc.
56 T.C. 1180.
353 Hoover v. United States, 348 F. Supp. 502 (C.D. Cal. 1972).
354 I.R.C. § 1248(b) (1982).
355 I.R.C. § 1 (1982).
356 I.R.C. § 751(e) (1982).
357 I.R.C. § 1248(b)(1)(A) (1982). However, you must disregard Subchapters F, G, H, L, M, N,
S, and T.
358 I.R.C. § 1248(b)(1)(B) (1982).
359 I.R.C. § 1248(b)(2) (1982); Treas. Reg. § 1.1248-4(b) (1964).
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dividend income determined under Step 3;360 (5) The amount determined
under Step 1 is taxed at long-term capital gains rates; 36 1 and (6) Steps 5
and 2 are added.3 62 The overall effect is to avoid bunching of income and
the potentially inequitable result occasioned by the progressive tax rates.
6. Planning Considerations
As mentioned previously, the provisions of § 1248 will apply only if
the United States shareholder owns at least 10% of the total combined
voting power of all voting stock and the corporation involved is a CFC
within the meaning of § 957. 363 Although it is possible to have a corporate entity meet the definition of a FPHC and the CFC at the same time,
to the extent that a FPHC may avoid classification as a CFC, the provisions of § 1248 will not apply. 36 Furthermore, to the extent that an
FPHC is also a CFC, and the provisions of § 1248 will apply, beneficial
tax results may occur by virtue of electing a twelve-month liquidation
under § 337 of the Code.36 5 In computing earnings and profits of the
corporation to determine dividend income at the shareholder level,
amounts previously included in income under § 551 are excluded from
the earnings and profits computation.3 66 In addition, any gain realized
but unrecognized by virtue of § 337 will not increase corporate earnings
and profits. 367 Therefore, § 337 constitutes a statutorily permitted limitation on dividend income recognition at the shareholder level. Furthermore, if a § 337 twelve-month liquidation is elected, a subsequent sale of
assets distributed in liquidation may not be attributed to the corporation. 36" However, in the context of a straight liquidation or a partial
liquidation, a subsequent disposition by the shareholders, of assets received in liquidation, may invoke application of the judicially formulated
Court Holding Company doctrine which may attribute such sale back to
the corporation thereby potentially increasing corporate earnings and
profits and the amount of ordinary income recognition at the shareholder
level. 369 Furthermore, utilization of a partial liquidation will now invoke
360 Treas. Reg. § 1.1248-4(c)(1) (1964).
361 I.R.C. § 1248(b)(2) (1982).
362 I.R.C. § 1248(b) (1982).

363 I.R.C. § 1248(a)(2) (1982).
364 Id.
365 I.R.C. § 1248(d)(2) (1982).

366 See supra note 340.
367 I.R.C. § 1248(d)(2) (1982). However, consider the impact of recapture. See Brigham, 539
F.2d 1312; Pielmeir, 543 F.2d 81.
368 I.R.C. § 337 (1982). See Cumberland PublicService Co., 338 U.S. 451 (1950); CourtHolding
Co., 321 U.S. 331.
369 See supra note 276.
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application of § 311 which may create gain at the corporate level,
thereby increasing corporate earnings and profits and ordinary income
gain recognition at the shareholder level.310
B.

Section 1246 Considerations

Just as a FPHC may also qualify as a CFC and invoke application of
§ 1248, it is also possible that a FPHC may also be classified as a foreign
investment company thereby invoking application of § 1246.37 1 As a resuit, it is also necessary to determine the circumstances under which
§ 1246 may apply to recharacterize income recognized upon the liquidation of an FPHC.
L

GeneralRule

Section 1246(a) provides that in the case of a sale, exchange or distribution governed by § 302 or § 331, occurring after December 31, 1962,
of stock in a foreign corporation which was a foreign investment company at any time during the period during which the taxpayer held such
stock, any gain shall be treated as ordinary income to the extent of the
taxpayer's ratable share of earnings and profits of such corporation accumulated for taxable years beginning after December 31, 1962.372 For
purposes of determining earnings and profits, a taxpayer's ratable share
thereof will be determined under regulations prescribed by the Secretary
but shall only include his ratable share of accumulated earnings and profits of the corporation for the period during which the taxpayer held the
stock.37 3 However, earnings and profits do not include any amount previously included in gross income of the taxpayer under § 951, but only to
the extent an exclusion did not occur by virtue of § 959, or any taxable
year during which such corporation was not a foreign investment company but only if: (i) the corporation was not a foreign investment company at any time before such taxable year; and (ii) such corporation was
treated as a foreign investment company solely by reason of
§ 1246(b)(2). 374 The burden is on the taxpayer to establish the correct
amount of the accumulated earnings and profits of the foreign investment
company and his ratable share thereof.3 75 If the taxpayer is unable to
determine the correct amount of accumulated earnings and profits and
370 I.R.C. §§ 302, 311 (1982).
371 I.R.C. § 1246 (1982).
372 I.R.C. § 1246(a)(1) (1982).

373 I.R.C. § 1246(a)(2)(A) (1982).
374 I.R.C. § 1246(a)(2)(B) (1982).
375 I.R.C. § 1246(a)(3) (1982).
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his ratable share thereof, all gain from the sale or exchange of the stock
will be considered as ordinary income. 376 Furthermore, the foreign investment company stock must meet certain holding requirements specified in the statute in order for

§ 1246 to apply.3 77

2. Definition of Foreign Investment Company
Section 1246(b) provides that the phrase "foreign investment company" means any foreign corporation which, for any taxable year beginning after December 31, 1962 is: (i) registered under the Investment
Company Act of 1940, as amended (15 U.S.C. 80a-1 to 80b-2) either as a
management company or as a unit investment trust; or (ii) engaged (or
holding itself out as being engaged) primarily in the business of investing,
reinvesting, or trading in securities (within the meaning of § 3(a)(1) of
such Act, as limited by paragraphs (2) through (10) (except paragraph
(6)(C)) and paragraphs (12) through (15) of § 3(c) of such Act) at a time
when more than 50% of the total combined voting power of all classes of
stock entitled to vote, or of the total value of shares of all classes of stock,
was held, directly or indirectly (within the meaning of § 958(a)), by
United States persons (as defined in §§ 7701(a)(30)).3 71 The section further provides that a foreign investment company stock will continue to
be classified as such if it is exchanged for stock the basis of which is
determined by reference to the basis of stock in a foreign investment
company.3 7 9 Furthermore, characterization as a foreign investment
company cannot be avoided by transferring such stock to another entity
in exchange for other stock.38 0 Special rules apply to stock acquired
from a decedent. 31' Every United States person who on the last day of
the taxable year of a foreign investment company, owns 5% or more in
the value of the stock of such company is required to furnish an information report to the Secretary with respect to such company in accordance
with the regulations.3 82 Section 3120) provides special earnings and
profits rules with respect to foreign investment companies so defined
under § 1246.383
376 Id.
377 I.R.C. § 1246(a)(4) (1982).
378 I.R.C. § 1246(b)(1)-(2) (1982).
379 I.R.C. § 1246(c) (1982).

380 I.R.C. § 1246(d)(1)-(2) (1982).
381 I.R.C. § 1246(e) (1982).
382 I.R.C. § 1246(0 (1982).

383 I.R.C. § 1246(g) (1982).

Foreign Personal Holding Companies
6:148(1984)
3.

Election Under Section 1247

As indicated by the above rules, the thrust of § 1246 is to assure that
accumulated earnings and profits, not subject to the United States taxing
jurisdiction, will be taxed as ordinary income if an appropriate event described in § 1246 occurs. However, if the accumulated earnings and
profits are otherwise subject to United States taxation § 1246 may be
avoided. In this regard, § 1247 provides that if a foreign investment
company subject to § 1246 distributes to its shareholders 90% or more of
what its taxable income would be if it were a domestic corporation,
§ 1246 may be avoided.3 84 In order to make the election, a foreign investment company, within the meaning of the statute, must meet the following three requirements: (i) distribute to its shareholders 90% or more of
what its taxable income would be if it were a domestic corporation;3 8
(ii) designate in a written notice mailed to its shareholders at any time
before the expiration of 45 days after the close of its taxable year the pro
rata amount of the amount (determined as if the corporation were a domestic corporation) of the net capital gain of the taxable year; and the
portion thereof which is being distributed;3 86 and (iii) provide such information as the Secretary deems necessary to carry out the purpose of
§ 1246 as set forth in the regulations.3 87
For purposes of computing taxable income, the corporation will
compute its taxable income the same as a domestic corporation without
regard to: (1) corporate net capital gain;388 (2) the § 172 net operating
loss reduction; 389 and (3) any deduction provided by part VIII of subchapter B (other than the deduction provided by § 248, relating to organizational expenditures). 390 For purposes of distributing 90% or more of
the corporation's taxable income, a distribution made after the close of
the taxable year and on or before the 15th day of the third month of the
next taxable year is treated as a distribution during the taxable year to
the extent elected by the company on or before the 15th day of the third
month. 391 Furthermore, in computing net capital gain, the capital loss
carry over permitted under § 1212 is not applied to losses incurred in or
with respect to taxable years before the first taxable year to which the
384 I.R.C. § 1247(a)(1)(A) (1982).
385

Id.

386
387
388
389
390
391

I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.

§
§
§
§
§
§

1247(a)(1)(B) (1982).
1247(a)(1)(C) (1982).
1247(a)(2)(A)(i) (1982).
1247(a)(2)(A)(ii) (1982).
1247(a)(2)(A)(ii) (1982).
1247(a)(2)(B) (1982).
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election applies.392
Once the election is made, it continues until terminated by one of
the following three events: (i) the company fails to comply with the provisions specified above unless it is shown that such failure is due to reasonable cause and not due to willful neglect; 393 (ii) the company is a
FPHC; 394 or (iii) the company is not a foreign investment company
which is described in § 1246(b)(1). 395 Therefore, if the corporate entity
involved is a FPHC, the election under § 1247 will not shield the shareholders of such corporation from the imposition of § 1246
recharacterization.
C. Applying the Collapsible Corporation Provisions
Section 341 of the Code refers to corporations generically and does
not impose a restriction that such entity be domestic or foreign.3 96 As a
result, it is clear that § 341 will apply to foreign corporations which are
collapsible within the meaning of the statute. As a result, § 341 may
apply as an independent statutory provision capable of recharacterizing
gain to shareholders engaged in the liquidation of an FPHC. Section
341(a) recharacterizes long-term capital gain resulting from the sale or
exchange of stock held as a capital asset into ordinary income. 3 9 7 Therefore, if a FPHC falls within the definition of a collapsible corporation,3 98
a resulting liquidation may generate ordinary income to the shareholders. Although a detailed analysis of § 341 and its applicable provisions is
beyond the scope of this article, it is accurate to state that any liquidation
of a FPHC must take into account the provisions of § 341 and if, in fact,
the FPHC is found to be a collapsible corporation, the shareholder
should explore the various means of escaping application of § 34139 in
order to preserve potential long-term capital gain that may result upon
the liquidation.
D.

Section 367 Ruling Considerations

After enactment of the Tax Reform Act of 1976, and the applicable
changes made to § 367, the shareholder of a FPHC must be concerned
with the following two basic categories of transactions within the scope
392 I.R.C. § 1247(a)(2)(C) (1982).

393 I.R.C. § 1247(b)(1) (1982).
394 I.R.C. § 1247(b)(2) (1982).

395 I.R.C. § 1247(b)(3) (1982).
396 I.R.C. § 341 (1982).
397 I.R.C. § 341(a)(1)-(3) (1982).

398 I.R.C. § 341(b) (1982).
399 I.R.C. § 341(d)-(f) (1982).
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of § 367: (i) outbound transactions;'
and (ii) inbound and foreign
transactions. 40 ' An outbound transaction may be loosely defined as a
transfer of property by a United States person to a foreign corporate entity. As a general rule, the transferor must first request a ruling from the
Service that the transaction is not made in pursuance of a plan having as
one of its principle purposes, the avoidance of United States income
tax.40 2 Such request must be filed within 183 days of the beginning of the
transfer.40 3 In the event such request is not made or if the request is
made but denied by the Service, the foreign corporation is denied status
as a corporation for purposes of United States tax and gain is assessed
appropriately.
By contrast, an inbound transaction generally involves property
moving into the United States, such as the liquidation into a United
States parent of a foreign subsidiary." 5 Furthermore, exclusively foreign
transactions are also generally governed by the rules relating to inbound
transactions.40 6 Under the inbound and exclusively foreign transaction
rules, no ruling is necessary for an exchange beginning after December
31, 1977. 40 The foreign corporation will be generally treated as a corporation except to the extent the regulations otherwise provide. However,
§ 367 provides that its scope is generally concerned with transactions described in §§ 332, 351, 354, 355, 356, or 361 of the Code." 8 In the context of a FPHC liquidation, none of the above Code sections will operate
and therefore § 367 would have no effect.4 "9 Furthermore, taxpayers
utilizing the § 367 provisions generally attempt to avoid recognition of
income on the particular transaction involved. As a general rule, in the
liquidation context, gain or loss will be recognized, and the taxpayer's
foremost planning objective is generally directed at seeking capital gain
characterization of such income rather than avoiding income
recognition.
E.

Dividends Paid Deduction

Section 556 of the Code provides that subsequent to the calculation
400
401
402
403

I.R.C. § 367(a)(1) (1982).
I.R.C. § 367(b) (1982); Treas. Reg. § 7.367(b)-1 (1977).
I.R.C. § 367(a)(1) (1982).
Id.
4041 Id.
405 Treas. Reg. 7.367(b)-l(a) (1977).
406 Treas. Reg. 7.367(b)-5 (1977).
407 Id.
408 I.R.C. § 367(a)(1) (1982).
409 See supra text accompanying notes 252-265.
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of UFPHCI, such amount must be reduced by the dividends paid deduction.4 1° Section 561(a) provides that a deduction for dividends shall 4be
11
equal to the sum of: (i) dividends paid during the taxable year;
(ii) consent dividends for the taxable year as defined under § 565;412 and
(iii) in the case of a personal holding company, any carry over dividend
amounts.4 13 In the context of liquidating a FPHC, the question arises
whether utilization of the dividends paid deduction will reduce the overall amount of corporate earnings and profits thereby minimizing the tax
impact upon a liquidation. However, § 562(b) provides that the dividends paid deduction will not apply in the case of a FPHC in the context
of a liquidation. Therefore, liquidating distributions by a FPHC do not
qualify for the dividends paid deduction.4 14
F.

Controlled Foreign Corporation Overlap

The statute specifically contemplates that a FPHC and a CFC may
be characterized under the tax law that applies simultaneously to a single
corporate entity. 4 15 However, the thrust of the FPHC provisions and the
CFC provisions are to tax, as ordinary income, amounts that have previously escaped United States taxation. The purpose of these provisions is
not to tax twice the same amounts of income. As a result, if both the
FPHC provisions and the CFC provisions apply, the FPHC provisions
have priority.4 1 6 However, due to the broad scope of the CFC provisions, in the event a corporate entity avoids status as a FPHC, it is still
possible that such entity may be characterized as a CFC. Furthermore,
special rules apply in the context of the CFC provisions to FPHC income. As a result, in the context of assessing the tax impact of liquidating a FPHC, it will also be necessary to determine whether such FPHC
may also be classified as a CFC in order to assure that any planning in
this area does not become a trap for the unwary.
G. Treaty Considerations
Once the tax consequences under the Code have been determined,
with respect to liquidation of a FPHC, it is also necessary to determine
the impact of any treaty obligations that the United States might have
with the country in which the foreign corporation is located. As is often
410
411
412
413
414
415

I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.
I.R.C.

416 Id.

§ 556(a) (1982).
§ 561(a)(1) (1982).
§ 561(a)(2) (1982).
§ 561(a)(3) (1982).
§ 562(b)(1) (1982).
§ 951(d) (1982).
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the case, favorable tax benefits may be granted under the treaty provisions to capital gain and/or dividend income. Since both of these characterizations are possible in the context of liquidating a FPHC, it is
imperative to assess the availability of potential tax benefits under applicable treaty obligations.
H. Foreign Investment in United States Real Property
Prior to enactment of the Foreign Investment in Real Property Act
of 1980,417 it was common practice for foreign corporations to dispose of
United States real property interests and avoid taxation thereon. However, with enactment of § 897 of the Code, dispositions by foreign individuals and/or entities of investments in United States real property
and/or a United States real property holding company are treated as
though such gain were effectively connected with the conduct of a United
States trade or business. 4 18 Therefore, such a foreign entity and/or individual will be taxed in much the same manner as a domestic corporation
or individual with respect to United States real property interests. In
certain limited circumstances, however, treaty provisions may supercede
§ 897 at least through December 31, 1984.419
In addition, due to the broad impact of new § 897, if a FPHC invests in a United States real property interest and/or a United States real
property holding corporation, such investments may have a significant
impact on the method of liquidation ultimately selected by the FPHC.
For example, § 897 provides that a § 337 twelve-month liquidation will
not apply to any sale or exchange of any United States real property
interests by a foreign corporation.4 2 Therefore, to the extent a FPHC
may have relied upon § 337 to avoid the increase in earnings and profits
granted by § 1248, untended tax benefits may result if it is determined
that § 897 applies to the FPHC.a2 1
These are also special rules which apply to certain United States
shareholders of liquidating foreign corporations. Under § 897(1) if a corporation adopts a plan of complete liquidation and if, solely by reason of
§ 897(d), § 337(a) does not apply to the sale or exchange, or § 336 does
not apply to distributions, of United States real property interests by
such corporation, then, in the case of any shareholder who is a United
States citizen or resident and who has held stock in such corporation
417 I.R.C. § 897 (1982).
418 I.R.C. § 897(a) (1982).

419 This special rule applies with respect to Canada and the United States.
420 I.R.C. § 897(d)(2) (1982).
421 I.R.C. § 1248(d)(2) (1982).
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continuously since June 18, 1980 for the first taxable year of such shareholder in which he receives a distribution in complete liquidation with
respect to such stock: (i) the amount realized by such shareholder on the
distribution shall be increased by his proportionate share of the amount
by which the tax imposed of such corporation would have been reduced
if § 897(d) had not been applicable; and (ii) such shareholder shall be
deemed to have paid, on the last day prescribed by law for the payment
of the tax imposed on such shareholder for such taxable year, an amount
of tax equal to the amount of the increase described § 897(l).22 In effect, § 897(1) grants certain United States shareholders tax treatment as
if the corporate entity involved had been entitled to utilize the benefits of
§ 337. This rule is very similar to the one granted minority shareholders
under § 337(d). 23
Although a complete analysis of § 897 is beyond the scope of this
article, it is imperative that a FPHC and its shareholders assess the impact of § 897 on any proposed liquidation involving United States real
property interests.
VI.

CONCLUSION

As indicated by the above analysis, the liquidation of a FPHC involves careful planning and an ability to weave one's way through an
intricate maze of statutory rules. Furthermore, from a practical standpoint it is necessary to have access to all corporate records of a foreign
entity in order to determine such corporate entity's earnings and profits
from inception to the date of liquidation. Without a careful analysis of
the history of the foreign corporation involved and the intricate statutory
structure imposed by Congress to assure that earnings are taxed in accordance with their true character, the liquidation of a FPHC may generate unintended and unfavorable tax consequences.

422 I.R.C. § 897(l) (1982).

423 I.R.C. § 337(d) (1982).

